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THE       KEMP       COMMISSION      RECOMMENDA- 
TIONS: A  SMALL  BUSINESS  PERSPECTIVE 


WEDNESDAY,  APRIL  17,  1996 

House  of  Representatives, 
Committee  on  Small  Business, 

Washington,  DC. 

The  Committee  met,  pursuant  to  notice  at  10:30  a.m.,  in  room 
2359,  Raybum  House  Office  Building,  Hon.  Jan  Meyers  (Chair  of 
the  Committee),  presiding. 

Chair  Meyers.  Good  Morning.  The  Committee  will  come  to  order. 
Our  hearing  this  morning  will  focus  on  the  recent  recommenda- 
tions of  the  Kemp  Commission  and  their  particular  ramifications 
for  small  business  in  this  country. 

I'm  delighted  to  have  with  us  this  morning  three  distin^ished 
members  of  the  Commission,  including  a  past  alumnus  of  this  Com- 
mittee, the  Honorable  Jack  Kemp,  as  well  as  Jack  Paris  of  NFIB, 
and  former  IRS  Commissioner,  Shirley  Peterson.  Thank  you  all  for 
being  here  today. 

We  had  expected  to  have  with  us  Kemp  Commissioner  Herman 
Cain,  who  regrettably  had  a  last  minute  emergency  and  will  not  be 
here  this  morning. 

At  the  outset,  let  me  just  emphasize  that  tax  reform  is  a  top  pri- 
ority of  small  business.  Judging  by  the  testimony  that  was  heard 
at  the  recent  field  hearings  conducted  by  our  Subcommittee  on 
Taxation  and  Finance,  chaired  by  Congresswoman  Linda  Smith.  In 
addition,  tax  reform  proposals  made  up  a  significant  number  of  the 
recommendations  coming  out  of  last  year's  White  House  Conference 
on  Small  Business. 

With  this  as  a  backdrop,  the  Commission's  report,  entitled 
"Unleashing  America's  Potential,"  could  not  be  more  timely.  In  that 
report,  the  Commission  made  a  number  of  important  contributions 
to  the  debate  that  is  already  underway,  and  I  would  like  to  express 
my  appreciation  and  commendation  for  your  efforts. 

First  and  foremost,  the  Commissioners  identified  the  problems 
with  our  current  tax  system.  It  is  too  complex,  demands  too  much 
in  terms  of  compliance  costs,  it  is  intrusive,  unfair,  and  economi- 
cally destructive.  Based  on  what  I  hear  from  the  small-business 
community,  there  is  little  disagreement  with  the  Commission's  as- 
sessment. 

The  Commission  also  developed  a  set  of  principles  that  have  been 
referred  to  as  the  tax  test.  I  believe  that  these  principles  are  in- 
valuable as  a  guide  for  the  national  debate  that  has  already  begun 
in  Congress  and  across  the  Nation  concerning  what  the  American 
tax  system  should  look  like.  Last,  the  Commission  laid  out  a  series 
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of  specific  recommendations  that  should  be  included  in  the  new  tax 
system. 

I  have  asked  the  witnesses  to  focus  their  attention  this  morning, 
on  the  principle  and  policy  recommendations  contained  in  the  Com- 
mission's report.  These  recommendations  have  substantial  rami- 
fications for  small  businesses  in  this  country,  and  I  believe  that 
they  must  be  explored  in  detail  to  make  sure  that  the  issues  and 
concerns  particular  to  small  business  are  given  the  special  atten- 
tion that  they  deserve. 

Before  we  turn  to  the  panel,  let  me  express  my  hope  that  in  the 
near  future,  we  will  see  a  tax  system  in  which  rates  will  be  lower, 
multiple  taxation  of  the  same  income  will  end,  and  taxes  will  not 
be  a  prime  factor  in  economic  decisions.  I  also  look  forward  to  the 
day  when  taxpayers  will  not  have  to  spend  in  excess  of  5  billion 
hours  each  year  complying  with  the  income  tax  laws,  and  small 
businessmen  or  women  will  be  able  to  use  that  time  creating  new 
jobs  and  contributing  even  more  to  our  local  and  national  econo- 
mies. 

At  this  time,  I'm  going  to  do  something  a  little  unusual,  and  I'd 
like  to  yield  the  balance  of  my  time  to  Congresswoman  Smith  for 
a  few  comments,  given  the  important  role  that  she  and  the  Sub- 
committee on  Taxation  and  Finance  have  played  on  this  issue. 
Then  I  would  like  to  turn  to  the  ranking  member  Mr.  LaFalce. 

Ms.  Smith. 

Ms.  Smith.  Thank  you  Madam  Chair.  This  is  a  historic  moment, 
and  as  I  listened  to  this  Commission,  about  this  time  last  year, 
when  they  came  to  Washington  DC  in  many  of  the  hearings,  I  real- 
ized it  was  a  Commission  that  was  not  only  open-minded,  but  also 
willing  to  listen  to  the  American  people. 

You  did  have  goals  at  that  time,  as  you  stated,  and  that  was  eco- 
nomic growth  for  the  Nation.  What  I  especially  appreciated,  is  that 
you  had  a  very  keen  awareness  of  how  important  it  was  to  listen 
to  small  business  America.  You  imderstood  that  it  was  the  engine 
that  drove  the  train  through  America,  and  through  the  heartland 
of  America,  that  fed  the  families. 

As  I  watched  you,  and  then  read  your  report,  I  realized  that  not 
only  did  you  listen  and  understand,  but  that  you  heeded  the  cau- 
tion signs.  I  wanted  to  commend  you  this  morning,  for  that — that 
you  realized  the  American  people  need  to  catch  up  with  the  debate. 
But  you  did  give  us  very  strong  principles,  and  those  strong  prin- 
ciples included  the  ability  for  the  American  people  to  look  at  them 
and  say,  yes,  this  makes  sense,  but  also  give  us  input. 

The  one  thing  that's  the  most  important,  that  we  found  as  we 
traveled  the  Nation — and  I  want  to  commend  you  all  for  having 
your  Commission  come  out  to  these  field  hearings  with  us,  is  we 
found  the  American  people  excited  about  the  report,  excited  about 
the  foundation,  but  cautiously  wanting  to  help  fill  in  the  parts  that 
they  were  insecure  about. 

Your  report  has  become  the  handbook  for  developing  the  new 
system,  but  the  handbook  says  fill  in  the  lines,  ask  the  questions. 
It's  now  a  workbook  for  America.  I  want  to  commend  you  for  that, 
and  thank  you  for  letting  this  Committee  be  a  part  of  it,  and  for 
being  so  gracious  to  our  Subcommittee  as  we  traveled  the  Nation, 
and  sacrificially  having  your  members  join  us  around  the  Nation. 


With  that,  I  look  forward  to  your  testimony,  and  thank  you  for 
coming. 

Chair  Meyers.  Thank  you  Ms.  Smith,  and  with  that  I  will  direct 
my  attention  to  Mr.  LaFalce. 

Mr.  LaFalce.  Thank  you  very  much,  Madam  Chair.  Members  of 
the  panel,  I  welcome  you  all,  but  it's  a  special  pleasure  for  me  to 
welcome  my  very  good  friend,  and  long-time  colleague.  Congress- 
man Jack  Kemp.  I  think  it's  safe  to  say  that  my  association  with 
Mr.  Kemp  probably  predates  the  association  of  any  other  Members, 
because  I  used  to  watch  him  throw  a  few  passes  at  the  football 
field  every  now  and  then  in  some  pretty  cold  weather. 

Mr.  Kemp.  I  think  you  were  booing  at  the  time. 

Mr.  Lafalce.  It  depended  on  who  was  catching  and  what  color 
uniform  they  had. 

I  also  remember  too,  very  fondly,  my  first  days  in  politics  in 
1970,  when  I  ran  for  the  New  York  State  Senate.  Jack  ran  for  his 
initial  race  for  the  Congress,  and  our  district  overlapped  tremen- 
dously. We  both  had  territory  that  we  dearly  loved,  and  it  was  very 
difficult  for  me  because  it  was  overwhelmingly  Republican:  Am- 
herst, Clarence,  Newstead  et  cetera.  I  remember  the  very  first  de- 
bate between  the  State  Senate  and  the  Congressional  candidates  in 
the  town  of  Amherst — you  and  Tom  Flaherty,  and  myself  and  my 
opponent.  Tom  is  now  Judge  Flaherty. 

I  also  remember  when  I  was  elected  to  Congress  in  1974.  The 
very  first  person  I  called  was  Jack  Kemp,  because  I  said  that  I 
wanted  to  model  my  constituent  operation  after  his.  We  got  to- 
gether after  he  flew  back  on  a  Thursday  or  Friday  from  Washing- 
ton. He  gave  me  a  book,  "The  Job,  The  Congressman,"  and  I  asked 
for  his  advice  on  Committees.  He  said,  "get  on  the  Small  Business 
Committee."  I  remember  that  very,  very  well.  I  took  his  advice,  and 
I'm  very  glad  that  I  did. 

Now,  over  the  years,  we  have  had  a  few  differences,  but  I'd  rath- 
er gloss  over  those.  I'm  very 

Mr.  Kemp.  For  the  moment. 

Mr.  LaFalce.  Yes.  For  the  moment,  for  the  moment.  I  am  dis- 
appointed in  Congressman  Kemp,  though.  I'm  disappointed  in  him 
that  he  did  not  run  for  the  Republican  nomination  for  the  Presi- 
dency, because  I 

Mr.  Kemp.  Yes.  I  couldn't  afford  the  entry  fee. 

Mr.  LaFalce.  [continuing.]  because  I  think  it  was  unfortunate 
that  his  perspective  of  economic  growth  wasn't  heard  in  the  pri- 
maries adequately  enough — unfortunately  enough.  I'm  afraid  that 
the  dominant  philosophy  has  spent  too  much  attention  to  what 
Jack  used  to  refer  to  as  root  canal  economics — as  an  economics  that 
gave  homage  and  worship  to  a  false  god,  the  god  of  a  balanced 
budget,  as  opposed  to  economic  growth.  I  would  hope  that  you 
would  work  both  within  your  party,  and  within  the  body  of  politics 
continuously  with  individuals  such  as  Felix  Rohatyn  et  cetera,  who 
understand  the  importance  of  stimulating  economic  growth — mak- 
ing the  pie  larger. 

With  respect  to  this  recommendation  and  the  Commission  and 
this  hearing,  that  I  am  very  pleased  to  refer  to  as  the  Kemp  Com- 
mission, I  have  some  problems  when  we  refer  to  it  as  the  National 
Commission  on  Economic  Growth  and  Tax  Reform.  That  suggests 


that  it  is  a  governmental  commission,  and  it's  really  not  an  offi- 
cially sponsored  governmental  commission.  It's  a  commission  that 
was  created  out  of  the  wishes  of  Senator  Robert  Dole  and  Rep- 
resentative Newt  Gingrich,  and  we  ought  to  understand  that.  It 
was  Republican-sponsored.  There  was  no  equality  of  appointments. 
The  Democrats  didn't  have  an  opportunity  to  appoint  Members,  as 
most  national  commissions  would  provide  for.  I  think  that  the  lack 
of  witnesses  who  could  present  a  different  perspective  on  the  Com- 
mission's recommendations  makes  that  partisan  flavor  to  the  Com- 
mission worse  than  if  we  were  going  to  have  differing  perspectives 
of  the  members — valid  but  competing  perspectives.  Tne  time  to  do 
it  would  have  been  now,  not  some  future  time  or  some  future  hear- 
ing, so  there  could  have  been  a  jointure  of  issues. 

Let  me  also  say,  well,  I  think  there  are  competing  perspectives 
on  the  flat  tax.  I  do  know  the  Commission  did  take  up  the  issue 
of  the  payroll  tax,  and  I'm  very  pleased  at  that,  because  I  person- 
ally think,  from  the  perspective  of  the  small  business  community, 
the  overriding  concern  ought  to  be  alleviation  of  the  payroll  tax 
burden.  That  transcends  all  of  the  considerations  as  far  a  I'm  con- 
cerned. 

I  thank  the  Chair. 

Chair  Meyers.  Thank  you  very  much,  Mr.  LaFalce.  Without  ob- 
jection, all  other  Members  will  be  allowed  and  encouraged  to  offer 
opening  statements  for  the  record.  At  this  point  in  time  we  will 
turn  to  our  panel. 

Our  first  witness  will  be  The  Honorable  Jack  Kemp,  who  is 
Chairman  of  the  National  Commission  on  Economic  Growth  and 
Tax  Reform.  He  is  the  Co-Director  of  Empower  America.  He's  a 
former  Member  of  Congress,  a  former  Secretary  of  Housing  and 
Urban  Development,  and  a  good  fi'iend. 

Mr.  Kemp. 

TESTIMONY  OF  JACK  KEMP,  CHAIRMAN,  NATIONAL  COMMIS- 
SION ON  ECONOMIC  GROWTH  AND  TAX  REFORM,  CO-DIREC- 
TOR, EMPOWER  AMERICA,  FORMER  MEMBER  OF  CONGRESS 
AND  SECRETARY  OF  HOUSING  AND  URBAN  DEVELOPMENT 

Mr.  Kemp.  Thank  you.  Thank  you.  Madam  Chair.  Thanks  for  the 
hearings.  I'm  thrilled  to  be  here  with  my  fellow  Commissioners, 
Shirley  Peterson,  the  President  of  Hood  College,  former  Commis- 
sioner of  the  IRS;  and  Jack  Paris  of  the  NFIB,  probably  America's 
most  important  organization  representing  independent,  small,  en- 
trepreneurial enterprises  in  America,  and  someone  for  whom  I 
think  both  sides  of  the  aisle  have  enormous  respect. 

We  are  thrilled  to  be  here.  We  appreciate  your  interest.  We  agree 
with  Congresswoman  Smith,  who  suggested  earlier  in  her  very  gra- 
cious remarks  aimed  at  the  Commission,  that  this  is,  without  a 
doubt,  the  single  most  important  issue.  Not  that  we  have  the  holy 
grail,  we're  not  here  to  put  it  in  concrete.  We're  not  here  to  suggest 
it  was  handed  down  from  Mount  Sinai,  but  reasonable  men  and 
women  today,  I  believe  and  we  believe,  can  agree.  This  issue  is  at 
the  center,  if  not  the  epicenter  of  what's  going  on  in  the  world. 

Can  you  have  a  Democratic,  capitalistic  society,  large  or  small. 
East,  West,  North,  South,  Third  World  or  developed  world,  without 
access  to  capital — access  to  credit,  access  to  property,  access  to  the 


seed  corn  necessary  to  start  everything  from  a  lemonade  stand  on 
the  street  corner,  as  Herman  Cain,  were  he  here,  would  be  testify- 
ing about,  or  maybe  start  a  Microsoft  or  a  California  Delivery  Serv- 
ice, which  my  daddy  started  in  1938  with  a  loan  from  a  bank.  That 
was  back  when  banks  actually  made  loans. 

Let  me  just  address,  very  quickly  and  parenthetically,  the  com- 
ments of  my  good  friend,  John  LaFalce,  for  whom  I  have  not  only 
admiration,  but  we  have  been  long-time  friends,  albeit  we  have  ar- 
gued like  cats  and  dogs  from  time  to  time. 

John,  let  me  assure  you  and  the  Members  of  your  side  of  the 
aisle,  this  is  not,  nor  should  it  be,  a  partisan  issue.  There  are  many 
leading  members  of  the  Democratic  party,  including  Felix  Rohatyn, 
who  as  recently  as  a  few  days  ago,  wrote  in  The  Wall  Street  Jour- 
nal, that  2.1  percent  growth,  projected  by  C.B.O.,  O.M.B.,  and  The 
Federal  Reserve  Board,  over  the  next  5  years  of  the  20th  Century 
are  unacceptable.  That  was  the  conclusion  of  our  Commission,  that 
it  is  not  only  unacceptable  politically,  it  is  unacceptable  morally. 
You  cannot  solve  the  social  crisis  in  America,  or  the  social  and  eth- 
nic, and  racial  divide  in  America,  unless,  as  John  LaFalce  pointed 
out,  the  pie  is  growing. 

Rohatyn  said  that  this  economy  should  be  growing  in  a  post-cold 
war  climate,  at  closer  to  4  percent,  than  to  1.9.  In  tne  fourth  quar- 
ter of  1995,  the  economy  grew  at  0.5  percent.  Let  me  ask  the  ques- 
tion, albeit  rhetorically.  Where  are  we  going  to  get  jobs?  Where  are 
we  going  to  get  the  standard  of  living?  Where  are  we  going  to  get 
the  wages,  if  working  men  and  women  do  not  have  access  to  the 
opportunity  that  comes  from  a  growing,  expanding  economy,  at 
least  double  the  current  rate? 

We  did  not  set  out,  John,  to  call  it  the  National  Commission  on 
Economic  Growth  and  Tax  Reform.  That  really  was  a  product  of 
the  Commission  sponsored  by  Bob  Dole  and  Newt  Gingrich.  In  fact, 
one  of  our  strongest  report  recommendations  was  that  President 
Clinton  appoint  a  blue  ribbon  commission  of  men  and  women  from 
both  sides  of  the  political  aisle  to  study  our  report,  study  the 
Rohatyn  paper,  study  what  the  Federal  Reserve  just  released,  in 
which  they  said,  of  the  12  regional  banks  of  the  Federal  Reserve 
Board,  the  economy  is  projected  to  grow  no  higher  than  2.1  for  the 
rest  of  the  century. 

Goodness  gracious.  That  should  be  a  shock  to  Democrats.  The 
Democratic  party,  my  friends,  in  1960,  committed  the  U.S.  econ- 
omy, under  President  Kennedy,  to  grow  at — get  ready  for  this — 6 
percent.  He  promised  to  get  America  growing  again.  President 
Clinton  has  called  for  a  national  debate  over  economic  growth. 

So,  John,  I  want  you  to  know,  as  an  old  friend  and  obviously 
competitive  at  times,  but  with  respect  on  both  sides  of  the  aisle,  we 
believe  this  is  an  issue  that  transcends  party.  It  is,  as  Jack  Faris 
will  point  out,  nonpartisan — I  would  say  bi-partisan. 

Let  me  read  you  an  editorial  from  one  of  our  Nation's  leading 
newspapers,  in  which  they  wrote  on  April  15,  1982,  "The  ideal  in- 
come tax  for  America,  would  be  a  flat  percentage  of  all  income 
above  an  arbitrary  threshold  of  about  $10,000  a  year  per  tax 
payer."  That  would  be  $40,000  for  a  family  of  four.  It  would  be  sim- 
ple, fair,  quick,  easy,  would  remove  the  5V2  billion  hours,  the  $250 
billion  of  time,  that  businessmen  and  women  and  taxpayers  spend, 


trying  to  cope  with  a  confusing,  counterintuitive,  counter- 
productive, cynicism  breeding  tax  system,  that  encourages  people 
to  get  around  it  by  hiring  lawyers  and  accountants.  But  what  can 
small  businessmen  and  women  do?  What  can  mom  and  pop  do? 
What  can  working  folk  do,  if  they  have  to  comply  with  a  system 
that  helps  the  big  guy  who  can  hire  the  lawyers  and  accountants, 
and  get  a  special  break  for  his  or  her  favorite — I  almost  said  Syn- 
fuel  or  Gasohol  or  Ethanol,  but  I  won't  say  that,  it  should  be  strick- 
en from  the  record.  They  went  on  to  say  it  would  be  simple,  quick 
and  easy  and  as  for  fairness,  it  would  be  no  less  fair  than  the 
present  tangle  of  exemptions,  deductions  and  credits  that  are  cur- 
rently producing  not  equity — not  equity — not  fairness,  but  cyni- 
cism, hostility — and  the  flat  tax  is  the  obvious  remedy,  quote  un- 
quote— Washington  Post.  The  beginning  of  the  debate  over  the 
Reagan/Kemp  tax  cut  in  1982. 

I  don't  say  that  to  take  any  special  pride  in  the  fact  that,  among 
others,  I  helped  to  raise  this  issue.  I  always  try  to  make  it  non- 
partisan. In  fact,  I've  quoted  John  F.  Kennedy  so  much,  the  family 
gets  upset  with  me,  because  they  think  I'm  trespassing,  and  I  don't, 
I  say  it  with  reverence.  I  think  just  about  every  time  we  met  for 
6  months.  Madam  Chair,  someone  would  pick  up  on  the  quote  from 
Kennedy's  speech  at  the  New  York  Economic  Club  in  1962,  in 
which  he  said,  "high  rates,  paradoxically,  cause  revenues  to  fall." 

The  purpose  of  a  tax  system  is  to  raise  revenue.  It  is  not  to  redis- 
tribute wealth.  It's  to  raise  revenue  for  needed  social,  infrastruc- 
ture. Government,  legitimate  spending  programs. 

John,  you  said  that  I  don't  worship  at  the  shrine  of  a  balanced 
budget.  It's  true,  I  said  that  one  time,  for  which  I've  received  a  lot 
of  gnashing  of  the  teeth  over  the  last  10  years  from  some  in  my 
own  party. 

Mr.  LaFalce.  It  was  one  of  your  better  moments. 

Mr,  Kemp.  What  I  was  basically  saying  is  that  the  shrine,  if  vou 
will  excuse  the  metaphor,  of  economic  policy  is,  as  you  said,  a 
strong  economy,  low  rates  of  inflation,  high  rates  of  access  to  jobs 
and  education  and  opportunity  and  capital  and  credit.  Yes,  by  the 
way,  let's  balance  the  budget  by  putting  a  lid  on  spending,  but 
grow  the  economy.  In  fact,  it's  tne  only  way  you  can  balance  the 
budget.  You  cannot  balance  the  budget  with  1.9  percent  economic 
growth  or  2.1  percent.  So,  I  just  wanted  to  lay  that  at  rest.  It's  non- 
partisan. In  fact,  may  I  say  with  some  degree  of  pride.  Madam 
Chair,  with  some  degree  of  pride,  that  Eleanor  Holmes  Norton,  not 
a  card-carrying,  dialectical  conservative  of  a  bleeding-heart  variety 
as  am  I,  but  quite  the  contrary,  a  recognized,  respected,  liberal 
Democrat,  and  I  do  not  use  that  pejoratively,  I  use  it  positively 
with  great  respect  for  her  credentials. 

She  s  introduced,  in  the  District  of  Columbia,  an  Enterprise  Zone 
Bill,  that  is  modeled  on  the  Hong  Kong  flat  tax.  A  15  percent  in- 
come tax  rate  on  personal  and  corporate  income,  a  zero  capital 
gains  tax.  We're  debating  capital  gains  tax,  she  eliminates  it.  I  see 
no  one  attacking  her  for  favoring  the  rich.  Do  you  know  why?  Be- 
cause the  capital  gains  tax  rate  in  America  is  not  a  tax  on  the  rich, 
as  much  as  it's  a  tax  on  the  poor  who  want  to  get  rich.  You  cannot 
get  rich  on  wages.  You  must  get  rich  by  earning,  saving,  investing, 
and  putting  it  at  risk. 


So,  I  make  the  point  at  the  beginning,  albeit  it's  taken  me  some 
time  to  get  into  it,  that  the  premise  of  our  report,  the  predicate  as 
it  were,  is  that  the  incidence  of  taxation  is  different  than  the  bur- 
den. Let  me  say  it  again.  The  incidence  of  taxation  can  be  placed 
on  capital  and  on  income  from  even  wages,  but  the  burden  will  fall 
on  the  poor  who  go  without  earning  wages,  who  go  without  the  ac- 
cess to  jobs,  the  access  to  capital. 

I  make  the  point  again.  We  are  the  only  country  that  I  know  of 
in  the  world,  and  that's  a  sweeping  Kempian,  cosmic,  global,  hyper- 
bole—John, that  means  an  exaggeration — just  teasing.  We're  the 
only  country  in  which,  if  you  earn  a  dollar  of  wages  at  a  McDon- 
ald s  hamburger  franchise,  or  at  McDonald  Douglas,  and  you  buy 
something,  you  only  pay  one  tax.  But,  if  you  save  it,  you  pay  again. 
If  you  invest  it,  you  pay  again.  In  fact,  you  pay  a  fourth  time  on 
investment,  because  we  have  the  only  unindexed  capital  gain  tax 
on  the  face  of  the  industrial  world. 

The  taxes  estimated  by  Aldonna  and  Gary  Robbins,  who  have 
done  an  analysis  of  our  tax  system  over  the  past  20  years — now  lis- 
ten to  this,  the  tax  on  capital  formation,  i.e.,  capital  gains — which 
is  a  tax  on  capital  formation,  is  effectively  70  to  100  percent  on  any 
asset  held  in  America  longer  than  8  or  9  years,  because  we  don't 
index  it.  So,  we're  taxing  inflation,  i.e.,  the  nominal  value  of  the 
asset,  plus  the  value  that  has  been  added  by  the  entrepreneur. 

Mr.  Faris  will  testify  about  the  number  of  jobs — the  number  of 
businesses  in  America  that  have  been  net  creators  of  jobs.  I  don't 
know  exactly,  but  I  think  90  percent  of  all  businesses  in  America 
have  less  than  6  employees.  I'll  go  ahead  and  let  Jack  Faris  testify 
to  this.  He  does  it  more  eloquently  than  can  I,  but  all  I  know  is, 
everywhere  we  went,  from  Silicon  Valley  in  California,  to  South- 
Central  Los  Angeles,  to  Howard  University,  where  Linda  Smith 
testified  most  eloquently,  to  East  Harlem  and  Harlem — Black, 
white,  brown,  immigrant,  nonimmigrant,  big  guy,  little  guy — no 
one  defended  the  system.  You  cannot  defend  tne  system.  It  is 
crushing  the  American  dream. 

So,  what  should  we  do  about  it?  We  came  up  with  our  rec- 
ommendations: A  single  rate;  tax  income  once,  don't  tax  it  two, 
three,  four,  five  and  if  you  die,  a  sixth  time:  We  suggested  that 
there  be  a  generous  exemption  for  the  poor.  We  suggested,  I  think 
in  round  terms,  that  it  be  somewhere  around  $34,000  to  $36,000 
for  a  family  of  four.  We  suggested  that  the  rate  should  be,  in  peace- 
time, we  didn't  suggest  it,  but  it  was  kind  of  an  open  assumption 
that  in  peacetime  the  rate  should  not  be  higher  than  20  percent-;- 
in  peacetime.  In  wartime,  you  might  have  to,  but  peacetime  it 
ought  not  to  be  higher  than  20  percent,  because  the  States  then  go 
ahead  and  tax  it  above  that.  I  live  in  Maryland  and  I  pay  a  6V2 
percent  tax  rate  above  that  which  I  pay  at  the  Federal  level,  which 
is  39.6.  New  York  City,  you're  in  the  52  percent  bracket.  If  you  live 
in  California,  you're  in  the  54  percent  bracket.  I  mentioned  what 
that  was  in  capital  gains  taxes. 

We  suggested,  as  John  LaFalce  pointed  out,  that  the  tax — the 
payroll  tax,  the  FICA  tax,  hits  mom  and  dad,  hits  the  worker  on 
the  first  dollar  of  his  or  her  income.  It's  deductible  to  the  business, 
why  shouldn't  it  be  deductible  to  the  employee?  You  want  a  pro- 
labor  tax  reform?  Allow  working  men  and  women  to  be  able  to  de- 
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duct  the  payroll  tax,  because  we  said  as  a  principle,  don't  tax  a 
tax — don't  tax  a  tax.  We  said  end  the  tax  bias  against  work,  and 
saving,  and  investing,  and  then  we  suggested — Dick  Gephardt  had 
a  different — Dick  Gephardt  said  once  we  get  a  new  system  in  place, 
we'll  have  to  have  a  national  referendum  to  change  it.  We  said,  a 
two-thirds  majority.  It  lost  the  two-thirds  vote,  but  it  will  come 
back.  Maybe  it  needs  to  be  restructured,  but  basically,  once  we  get 
the  new  system  in  place,  it  ought  to  be  locked  in  so  the  American 
people  can  have  the  stability  of  knowing  they  don't  have  to  jump 
around  through  hoops  each  and  every  year. 

I  think  it's  nonpartisan.  You  can  argue  about  home  interest 
mortgage  deduction  until  the  cows  come  home,  as  my  mother  used 
to  say,  but  if  the  financing  institution  pays  tax  on  the  interest  they 
earn — I  tried  to  tell  Steve  Forbes  this,  and  I  could  not  quite  con- 
vince him,  that  it  isn't  opening  the  flood  gates  to  recognize  that  if 
the  mortgage  lending  institution  pays  tax  on  the  interest  it  earns 
on  making  the  mortgage,  mom  and  dad  should  be  able  to  deduct 
that  interest,  knowing  that  home  ownership  is  at  the  root  of  the 
American  dream.  But  it's  a  wash  to  the  Treasury.  It's  absolutely 
of  no  consequence  to  the  Treasury.  I  must  admit,  having  been  at 
HUD,  I  have  profound  respect  for  Habitat  for  Humanity,  and  boys 
and  girls  clubs,  and  the  charitable  organizations  from  the  United 
Jewish  Appeal  to  the  Catholic  Charities,  and  to  all  the  work,  Floyd, 
that  you  and  I  were  involved  in,  in  your  district.  We  need  chari- 
table control — it's  a  minor  part  of  the  tax  revenues  of  the  country. 

I  beheve,  in  conclusion,  Madam  Chair,  this  economy  would  grow. 
I  said  it  would  double  the  rate  of  growth.  Robert  Samus,  of  the 
Washington  Post  said,  "Jack  Kemp  is  a  whacko.  Jack  Kemp  is 
crazy.  He's  a  voodoo  economist.  He  thinks  we  could  double  the  rate 
of  growth  of  the  American  economy."  Now,  and  mind  you,  it's  grow- 
ing at  1.2  percent.  I  say  we  could  double  the  rate.  I  think  that's 
somewhere  around  2.5.  He  said,  "doesn't  Jack  Kemp  know,  that 
even  in  the  halcyon  years,  the  golden  age  of  John  F.  Kennedy,  the 
economy  only  grew  at  3.9  percent  without  inflation  for  5  years?" 

Would  anybody  in  this  panel  take  3.9  percent  growth  for  5  years? 
You  would  balance  the  budget  by  the  turn  of  the  century.  You'd 
create  about  47  million  new  jobs.  Mom  and  dad  would  have  access 
to  capital,  people  would  be — it  wouldn't  cure  every  problem,  but  we 
can't  even  begin  to  cure  our  problems:  Fiscal,  social  or  political, 
without  a  bigger  pie. 

It's  time  to  take  it  out  of  the  realm  of  one  party  beating  up  on 
the  other  party.  I  say  that  as  somebody  who  beats  up  regularly  on 
both  political  parties,  but  I  mean,  we've  really  got,  Madam  Chair, 
to  take  this  in  the  spirit  which  I  think  this  Committee  is  well 
known  for:  Nonpartisanship  on  behalf  of  the  entrepreneur.  I  don't 
know  of  a  man  or  woman  in  America  who  doesn't  like  the  word  en- 
trepreneur. It's  a  French  word.  It  means  to  undertake.  It's  a  verb. 

May  I  close  with  this  thought.  America  is  a  verb.  America  is  not 
a  noun.  It  is  a  verb.  We  are  becoming.  If  we  don't  become  that 
which  we  were  meant  to  be,  in  the  beginning,  that  Lincoln  testified 
to,  and  Doctor  King  gave  his  life  for,  and  men  and  women  on  both 
sides  of  the  aisle  believed  in,  then  I  don't  see  how  we  can  possibly 
get  from  here  to  there  to  be  an  example  as  a  shining  city  on  a  hill 
to  the  rest  of  the  world,  unless  we  get  rid  of  this  outrageous,  coun- 


terproductive,  punish  the  poor,  tax  code  in  1997,  at  least.  Thank 
you  very  much. 

[The  prepared  statement  of  The  Honorable  Jack  Kemp  appears 
in  the  appendix.] 

Chair  Meyers.  Thank  you  very  much,  Mr.  Kemp.  You're  elo- 
quent, as  always,  and  fun  to  listen  to  even  when  you're  talking 
about  taxes.  That's  hard  to  do. 

Our  next  witness  is  Mr.  Jack  Faris.  He,  of  course,  is  a  Commis- 
sioner of  the  National  Commission  on  Economic  Growth  and  Tax 
Reform.  But  he  is  known  better  to  all  of  us  as  the  President  of  the 
National  Federation  of  Independent  Business,  and  an  outstanding 
spokesman  for  small  business,  regardless  of  what  he's  talking 
about. 

Mr.  Faris. 

TESTIMONY  OF  JACK  FARIS,  COMMISSIONER,  NATIONAL  COM- 
MISSION ON  ECONOMIC  GROWTH  AND  TAX  REFORM,  PRESI- 
DENT, NATIONAL  FEDERATION  OF  INDEPENDElVr  BUSINESS 

Mr.  Faris.  Madam  Chair,  thank  you  very  much.  Thank  you  for 
having  NFIB  and  small  business  here  today  as  a  part  of  the  Kemp 
Commission,  and  a  part  of  the  sharing  that  we're  doing  this  morn- 
ing. 

We  thank  you  for  your  leadership.  We're  a  bit  chagrined  you've 
decided  to  spend  more  time  with  the  grandchildren;  we  also  under- 
stand. We  thank  you  for  this  opportunity. 

Fifty-three  percent  of  all  working  Americans  work  in  small  busi- 
ness. So,  when  you're  talking  tax  reform,  we're  hitting  on  small 
business  owners,  managers  and  employees  and  families.  Over  85 
percent  of  all  small  business  owners,  have  six  or  fewer  employees, 
and  of  those  six  employees,  2.4  are  in  the  same  family. 

In  1994,  we  did  some  research  to  find  out  that  42  percent  of  all 
Americans  said  they  live  in  a  small  business  household — that's 
owner,  manager  or  employee — that's  a  small  business  related 
household — 42  percent.  We  also  saw,  in  post-election  polling,  we 
found  in  our  survey  work,  that  61  percent  of  everyone  who  voted 
in  November  1994,  said  that  they  live  in  a  small  business  related 
household.  So,  there  are  a  lot  of  people.  We  are  very  interested,  we 
vote,  we're  very  concerned.  NFIB  started  53  years  ago,  to  impact 
public  policy  on  a  State  and  Federal  basis,  for  independent  and 
small  business.  Congressman  LaFalce,  I  will  have  to  say,  we're  the 
National  Federation  of  Independent  Business,  but  because  we're 
national,  we  have  absolutely  nothing  to  do  with  the  Government. 
I  want  to  be  sure  we  get  that  straight  in  our  name — independent — 
independent. 

These  are  the  people  who  on  Monday  mornings  sometimes  have 
three  jobs:  Owner,  manager  and  filling  in  for  who  doesn't  show  up. 
They're  also  the  same  people  who  on  Thursday  night,  sometimes 
have  trouble  sleeping  worrying  about  cash  fiow,  those  top  three 
problems  in  a  small  business:  Cash  flow,  cash  flow,  and  cash  flow. 
In  order  to  pay  payroll  on  Friday  morning,  because  they  know  the 
names  of  the  children  of  the  employees,  when  2.4  of  the  six  are  in 
the  same  family,  for  sure,  they  know  them. 

So,  when  we  talk  about  tax  reform  in  America,  we're  talking 
about  Main  Street.  Many  times  we  miss  this,  because  we  get  a  ter- 
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minology  problem.  We've  got  it  in  the  Kemp  Commission  talking 
about  a  flat  tax.  What  does  that  mean,  flat?  I  tried  sometimes — 
Secretary  Reich,  we  disagreed  on  one  or  two  things,  minimum.  Sec- 
retary Reich,  when  he  uses  the  phrase  workers,  ne  means  10  per- 
cent of  the  working  population  of  America — the  members  of  trade 
unions — labor  unions.  When  we  use  the  term  workers,  we  mean  the 
men,  and  the  women,  and  the  young  people  who  own,  operate  and 
work  in  small  businesses  and  in  all  businesses  in  all  stations 
across  America — that  workers  is  a  broader  term  than  just  that  10 
percent.  We  believe  in  this  case,  that  when  we  talk  about  small, 
independent  business  and  our  need  for  tax  reform,  it  impacts  all 
of  America,  not  just  one  or  two  entities. 

What  we've  done  for  53  years,  and  what  we're  still  doing  today, 
is  to  work  hard  at  being  non-partisan — to  stand  on  issues  only. 
Every  other  month  our  members  tell  us,  here's  where  you  should 
stand  on  this  issue.  So,  when  healthcare  reform  came  up,  our  mem- 
bers said,  that's  very  important  to  us.  We  have  to  have  healthcare 
reform.  But  the  problem  we  had  is,  and  our  members  said — 87  per- 
cent were  opposed  to  a  mandated,  employer  provided,  employer 
paid-for  health  care  system. 

So,  we  took  a  very  strong  stand  on  that,  and  for  a  while,  we  were 
a  little  lonely  in  that  place,  but  we  are  pleased  that  we  stood  there. 
We  stood  there  because  our  members  told  us  to. 

The  NAFTA  debate  came  up.  Our  members  said,  "well,  that's 
good,"  and  our  members  said,  "well,  that's  bad,"  and  our  members 
said,  "is  that  an  auto  parts  house?"  To  so  many  small  business 
owners,  foreign  trade  is  the  next  county.  So,  we  did  not  take  the 
stand  as  an  organization  on  NAFTA. 

Tax  reform  comes  up.  As  we  say  on  Main  Street,  this  is  a  no 
brainer.  It  is  a  small  business  issue.  Our  members  are  very,  very 
concerned  about  it.  They  gave  us  their  top  five  issues.  The  first  two 
are  very  close:  Regulatory  reform,  tax  reform.  The  third  is 
healthcare  reform.  The  fourth,  stop  the  legal  nightmare  on  Main 
Street,  and  the  fifth  is,  whatever  you  call  it,  quit  spending  more 
money  than  you  make.  We  call  it  deficit  reduction,  and  they  say 
"no,  we  don't  want  deficit  reduction,  we  don't  want  any  deficit." 
Quit  spending  more  than  you  make.  They  don't  on  Main  Street, 
they  can't  get  away  with  it,  and  they  don't  do  it. 

So,  therefore,  when  the  Speaker  of  the  House  and  the  Leader  of 
the  Senate  asked  me  to  serve  on  this  Commission,  they  said  that 
they  wanted  me  to  be  sure  I  was  there  to  represent  the  interest  of 
small  business — to  be  sure  that  whatever  the  Commission  did,  to 
be  sure  that  small  business  was  represented. 

I  was  very  pleased  to  see  who  they  chose  as  Chair,  because  he's 
the  person  that  I  had  seen  as  the  champion  for  tax  reform  for  a 
very  long  time.  But  more  importantly,  he's  a  champion  of  economic 
growth,  which  we've  talked  about.  I  will  compliment,  very  much, 
what  the  Chair  did,  and  the  way  he  handled  our  proceedings,  that 
we  listened  to  pig  farmers  in  Iowa  and  pig  future  sales  people  on 
Wall  Street. 

We  went  all  across  this  country,  from  Charlotte,  to  LA,  to  New 
York,  to  Boston  and,  yes,  even  here  in  Washington  DC,  and  we  lis- 
tened to  both  sides  of  the  aisle,  we  listened  to  experts  in  Palo  Alto. 
We  listened  to  experts  from  this  town.  But,  we  also  listened  to  ex- 
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perts  who  are  making  the  payroll,  who  are  trying  to  feed  America 
on  the  farm,  who  had  that  ranch  out  West,  and  heard  about  that. 
So,  that  was  our  purpose. 

Also,  Mr.  LaFalce,  I  know  of  at  least  three  of  us  on  the  Commis- 
sion that  are  not  Republican,  so  I'm  not  sure — they  never  asked  us 
that  question.  I  was  asked  to  serve,  and  I  hope  if  the  President  has 
such  a  Commission,  or  Mr.  Gephardt,  or  anybody  else  would  like 
to  have  such  a  Commission,  and  if  I  were  asked  to  serve,  I  would 
say  yes,  because  NFIB  represents  all  types  and  strains  of  Ameri- 
cans in  small  business. 

But  the  point  of  reform — the  Kemp  Commission  came  up  with  as 
a  result,  after  listening  and  hearing,  a  tax  test.  So,  at  NFIB,  we 
just  produced  the  six  points  of  policy,  and  the  six  point  of  principle, 
and  we  just  said,  just  use  this  as  a  litmus  test.  This  Commission 
was  not  established  to  write  a  law.  That's  what  you're  elected  to 
do,  and  do  well.  What  we're  to  do,  is  to  say,  as  a  citizens  commis- 
sion, please  consider  these  six  points — please. 

Our  members  have  told  us,  very  clearly,  three  things  about  tax 
reform:  Number  one;  we  absolutely  must  have  it.  The  current  sys- 
tem doesn't  work,  we  must  have  it.  We  only  get  25  percent  deduct- 
ibility currently  on  our  healthcare  premiums  on  taxes  if  you're  an 
entrepreneur.  That's  not  fair,  we  need  reform.  The  studies  show  for 
every  $100  we  pay  in  taxes,  there's  $300  to  $700  spent  on  compli- 
ance cost.  We  don't  have  a  staff  like  General  Motors  does.  That 
same  person  that  looks  in  the  mirror  in  the  morning,  to  see  how 
I  look  before  I  go  to  work,  is  the  same  one  that  deals  with  all  the 
taxes,  EPA,  OSHA,  ADA,  and  all  the  other  alphabet  soup  that 
comes  to  see  them  with  their  six  employees — 2.4  in  the  same  fam- 
ily. We  must  have  tax  reform. 

Payroll  tax — Mr.  LaFalce  and  I  have  talked  about  this  before. 
There  was  a  very  strong  issue.  Carroll  Campbell,  a  former  member 
of  your  body  and  former  Governor  of  South  Carolina,  is  on  this 
Commission.  I  believe  he's  a  Republican,  isn't  he?  He's  a  Repub- 
lican for  sure.  Carroll  Campbell  was  very  strong  about  payroll  tax. 
We  found  out  that  Carroll  Campbell  has  a  few  Wendy's  franchises 
and  understands  about  this  payroll  tax  business.  It's  a  serious 
issue  that  must  be  addressed. 

Small  business  owners  pay  more  money  in  payroll  tax  every  year 
than  they  do  in  income  tax.  It  must  be  addressed  to  help  the  work- 
ing poor,  to  help  people  get  their  first  job,  and  to  nelp  create 
growth.  We've  got  to  address  payroll  tax  problems.  We  have  other 
burdens  which  are  too  long  to  mention  this  morning,  but  that's  a 
few  that  says  we  have  to  have  reform. 

The  second  thing  we  know  from  our  members,  whatever  the  re- 
form is,  don't  throw  away  this  5.3  million  words  of  rules  and  regu- 
lations and  replace  it  witn  a  value  added  tax. 

The  European  style  value-added  tax  is  insidious.  It  kills  jobs 
every  place  it's  been  used.  My  counterparts  from  around  the  world 
meet  once  a  year.  It's  called  International  Small  Business  Con- 
gress, and  I  have  the  honor  of  being  the  honorary  secretary.  I  meet 
with  them  once  a  year,  and  we  talk  about  this,  and  here's  what 
they  tell  me.  The  VAT  tax  starts  as  a  single-rate  tax,  and  it  goes 
to  double  rate  within  a  year  every  time.  Number  two,  it's  always 
said  that  the  value-added  tax  will  come  in  and  it  will  replace  these 
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other  taxes,  never  happens.  Third,  it's  said  that  this  is  a  very  sim- 
ple thing  and  very  easy  to  keep  up  with. 

The  other  day  in  Canada,  the  lady  driving  the  van  from  the  air- 
port to  the  hotel — I  asked  her  about  the  value-added  tax  in  Canada 
and  how  it  was  working.  She  said,  "when  I  went  to  get  a  quart  of 
paint  at  the  hardware  store  last  week,  I  had  to  sign  three  forms, 
under  threat  of  fine  and  imprisonment,  that  I  was  going  to  use  this 
paint  personally  at  my  own  home,  on  my  property.  I  would  own  it, 
and  I  would  use  it.  If,  in  fact,  it  was  to  be  given  away,  I  had  to 
fill  out  another  form.  If  anybody  was  going  to  use  it  on  another 
piece  of  property  that  wasn  t  mine,  I  had  to  have  their  name  and 
their  tax  identification  number  before  I  could  buy  the  paint.  If  I 
bought  the  paint  and  decided  to  change  it,  I  had  to  come  back  to 
the  hardware  store  and  file  another  form." 

I  mean,  we  think  the  IRS  Code  and  Regulations  are  bad,  try  that 
on.  That's  the  reality  that's  on  Main  Street.  The  main  thing  is  it's 
a  job  killer.  They  haven't  projected  a  net  new  job  in  19  years.  So, 
when  you  read  the  Newsweek,  April  8th,  you  see  the  Germany  dis- 
ease, Secretary  Reich  wants  us  to  become  like,  they've  got  11.2  per- 
cent unemployment.  They  have  their  low-pay  jobs  that  have  gone 
out  of  the  country.  They've  raised  their  minimum  wage  so  nigh 
that  they  don't  have  to  worry  about  it.  Nobody's  on  minimum  wage, 
and  there's  no  minimum-wage  jobs. 

The  third  thing  our  members  have  said  very  strongly.  First, 
we've  got  to  have  tax  reform;  second,  not  the  value-added  tax, 
please;  third,  we  need  something  as  simple  and  as  fair  as  possible 
so  that  everybody  is  equally  engaged  in  this  system,  somehow. 
They  have  said  it  could  be  a  sales  tax.  They  have  said  it  could  be 
an  income  tax.  They  aren't  set  on  that.  They  want  to  see  the  de- 
bate. 

So  I  congratulate  the  Speaker  and  the  Leader  for  sparking  de- 
bate, and  I  appreciate  the  Chairman's  role  in  this  debate.  We  must 
have  tax  reform.  We  must  have  it. 

Madam  Chair,  I  thank  you,  again,  for  inviting  us  to  participate 
and  speak  today.  I  look  forward  to  answering  any  questions  as  best 
I  can,  and  we  will  miss  you  very  much.  Thanks  for  having  us. 

[Mr.  Paris'  statement  may  be  found  in  the  appendix.] 

Chair  Meyers.  Thank  you  very  much  for  those  words.  Jack,  and 
as  usual,  you've  added  to  our  information  about  this  subject  very 
well. 

Our  next  witness  has  so  many  titles  on  her  resume  that  she 
would  be  a  lot  of  fun  to  introduce,  but  Roscoe  Bartlett  has  asked 
me  if  he  could  introduce  her  because  he  is  a  constituent  of  hers. 

Mr.  Bartlett. 

Mr.  Bartlett.  Thank  you  very  much.  It's  a  real  pleasure  to  be 
able  to  introduce  Dr.  Peterson.  I  went  to  school,  so  I  am  a  constitu- 
ent of  hers. 

Chair  Meyers.  That's  right.  I  mixed  that  up  a  little  bit,  sorry 
about  that. 

Mr.  Bai^tlett.  No,  it  was  very  appropriate.  When  I  look  at  her 
background,  one  of  the  things  that  recommends  her  most  strongly 
to  me  is  that  she  grew  up  on  a  farm.  I  think  that  those  Americans 
who  have  not  had  the  privilege  of  growing  up  on  a  farm  are  dimin- 
ished in  their  perspective  of  life.  I  think  that  that  fits  you  for  a 
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whole  lot  of  decisions  that  you  aren't  as  able  to  make,  if  you  didn't 
grow  up  on  a  farm. 

She  has  practiced  tax  law,  so  that  she  has  seen  the  pain  caused 
by  our  taxes.  She  also  served  as  Commissioner  of  the  Internal  Rev- 
enue Service,  those  who  inflict  the  pain,  so  she's  seen  it  from  that 
perspective;  and  she  also  was  Assistant  Attorney  General  in  the 
Tax  Division  in  the  U.S.  Justice  Department. 

So,  she  has  a  backCTound  which  has,  perhaps  better  than  any 
other  member  of  the  Commission,  fitted  her  to  serve  on  this  Com- 
mission. But  I  have  the  privilege  of  introducing  her,  because  she 
is  now  a  resident  of  our  District.  She  is  the  President  of  one  of  the 
10,  still  one  of  the  10  best,  small  Colleges  in  America:  Hood  Col- 
lege. You  want  to  see  what  a  great  small  college  is?  Come  by  and 
take  a  look  at  Hood  College  in  Frederick,  Maryland.  It's  my  great 
privilege  to  be  able  to  introduce  Dr.  Shirley  Peterson. 

TESTIMONY  OF  SHIRLEY  D.  PETERSON,  COMMISSIONER,  NA- 
TIONAL COMMISSION  OF  ECONOMIC  GROWTH  AND  TAX  RE- 
FORM, PRESIDENT,  HOOD  COLLEGE,  FORMER  COMMIS- 
SIONER OF  THE  INTERNAL  REVENUE  SERVICE 

Ms.  Peterson.  Thank  you  Congressman  Bartlett,  and  thank  you. 
Madam  Chair.  Madam  Chair,  members  of  the  Committee,  thank 
you  for  inviting  us  to  testify  before  you  today.  As  Congressman 
Bartlett  said,  I  have  a  rather  unique  background  which  has  con- 
tributed to  my  views  on  the  need  for  restructuring  the  tax  system. 
My  opinion  is  based  upon  20  years  practicing  tax  law,  representing 
individuals,  small  businesses,  large  corporations,  and  then  having 
the  privilege  of  serving  as  both  the  Nation's  Chief  Tax  Adminis- 
trator and  the  Nation's  Chief  Tax  Enforcer. 

Ladies  and  gentlemen,  I  have  seen  the  tax  system  from  the  in- 
side and  the  outside,  and  I  am  here  to  tell  you  that  it  is  time  to 
repeal  the  Internal  Revenue  Code  and  start  over. 

I  first  gave  a  speech  calling  for  repeal  of  the  Internal  Revenue 
Code  precisely  3  years  ago,  just  3  months  after  I  left  the  office  of 
Commissioner  of  Internal  Revenue.  In  that  speech,  I  called  for  the 
appointment  of  a  bipartisan  commission,  such  as  the  Kemp  Com- 
mission, to  study  the  current  tax  system  and  to  make  recommenda- 
tions for  a  new  system.  So,  it  has  been  a  great  honor  to  serve  with 
Jack  Kemp  and  Jack  Paris  on  this  badly,  badly  needed  undertak- 
ing. 

My  views,  in  calling  for  reform,  are  very  representative  of  what 
is  going  on  in  the  country.  We  are  not  alone  in  holding  this  view. 
I'd  like  to  quote  the  late  Erwin  Griswold,  the  former  Dean  of  the 
Harvard  Law  School,  Solicitor  General  of  the  United  States,  and 
one  of  the  most  distinguished  tax  lawyers  our  country  has  ever 
known.  In  a  speech  very  shortly  before  his  death,  Dean  Griswold 
said,  "Our  present  tax  system  is  simply  monstrous.  We  would  never 
accept  it  if  it  had  not  just  crept  up  on  us.  Something  has  to  be  done 
about  it." 

The  Dean  was  correct,  and  his  judgment  is  shared  by  millions  of 
Americans.  People  are  fed  up  with  the  complexity  and  with  the 
burden  imposed  by  this  law,  and  their  frustration  is  increasingly 
being  translated  into  a  general  distrust  of  Government.  Taxpayers 
can't  get  it  right.  Even  their  paid  tax-return  preparer  can't  get  it 
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right,  and  they  have  Httle  confidence  in  Grovernment's  abiHty  to  get 
it  right  either. 

We  have  tried  over  and  over  to  simplify  the  law,  but  our  efforts 
have  failed.  I  hope  that  Congress  will  at  long  last  have  the  courage 
to  undertake  a  serious  reform  effort.  Ladies  and  gentlemen,  I  don't 
mean  more  tinkering  at  the  margin.  I  mean  repealing  the  Internal 
Revenue  Code  and  rebuilding  the  system  from  scratch. 

As  Jack  said,  the  Commission  held  meetings  all  around  the  coun- 
try. We  heard  from  more  than  a  hundred  witnesses  from  all  walks 
of  life,  and  all  of  them  expressed  their  frustration  and  concern  with 
the  complexity  of  the  system.  Small  business,  in  particular,  is  very 
troubled  by  the  system,  as  you  heard  from  Jack  Paris. 

In  my  view,  one  of  the  most  compelling  reasons  for  change  is  to 
simplify  the  law.  The  current  level  of  complexity  is  more  than  just 
a  hassle  and  a  drag  on  the  economy.  It  is  helping  to  undermine  the 
faith  of  the  American  people  in  their  Government.  That  situation 
is  simply  intolerable,  and  it  must  be  addressed. 

You  are,  no  doubt,  familiar  with  the  burden  that  complexity  cre- 
ates; but  as  a  reminder,  let  me  just  cite  a  few  statistics.  A  1985 
survey  conducted  for  the  Internal  Revenue  Service  indicated  that 
businesses  spent  3.6  billion  hours,  and  individuals  spent  1.8  billion 
hours  in  tax  return  preparation  annually.  The  tax  foundation  esti- 
mates that  in  1994,  it  cost  about  $192  bilHon  in  tax  compliance. 
That's  like  taking  General  Motors  entire  vehicle  output  in  1994  and 
dumping  it  into  the  ocean.  You  ask,  why  does  it  cost  so  much  to 
comply  with  the  law?  Well,  if  you  look  at  the  sheer  size  of  the  code 
and  the  regulations,  that  will  give  you  a  clue;  but  then  if  you  also 
think  about  the  number  of  times  that  the  tax  law  has  been  changed 
in  recent  decades,  it  is  absolutely  monstrous. 

The  code  has  been  amended  dozens  of  times.  There  have  been  at 
least  31  significant  changes  and  more  than  400  public  law  changes 
in  the  past  few  decades.  What  are  we  trying  to  achieve  with  all 
these  changes?  Part  of  it  is  theoretical  purity  in  the  measurement 
of  income,  and  part  of  it  is  some  notion  of  fairness.  But  we  haven't 
actually  succeeded  in  either  of  those  goals.  What  clearly  has  hap- 
pened is  that  we  have  created  a  law  that  is  so  complex  that  most 
taxpayers  can't  understand  it,  and  their  paid  tax-return  preparers 
can't  get  it  right,  and  even  the  Internal  Revenue  Service  struggles 
mightily  to  try  to  enforce  the  law  fairly.  You  can't  administer  a  law 
appropriately,  when  even  the  employees  of  the  Internal  Revenue 
Service  have  to  struggle  to  understand  it.  We  must  do  something 
so  that  the  American  people  know  that  they  can  understand  the 
law,  and  that  other  taxpayers  are  complying  with  the  law. 

I  would  close  by  saying  that  nothing  is  more  important  in  a  De- 
mocracy than  for  citizens  to  understand  what  the  law  requires  of 
them,  for  them  to  believe  that  the  law  applies  to  everyone,  and  that 
it  is  fairly  enforced.  The  current  complexity  in  the  law,  means  that 
most  taxpayers  don't  understand  it.  It  leaves  many  of  them  believ- 
ing that  other  taxpayers  are  not  complying,  and  it  makes  it  ex- 
traordinarily difficult  to  enforce  and  administer  fairly. 

Ladies  and  gentlemen,  thank  you  for  inviting  us  to  appear  before 
you.  We'll  be  happy  to  answer  your  questions. 

[Mr.  Peterson's  statement  may  be  found  in  the  appendix.] 
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Chair  Meyers.  Thank  you  very  much  Ms.  Peterson.  It's  a  pleas- 
ure to  have  you  with  us  today. 

Mr.  Kemp,  as  I  understand  it,  you  did  not  actually  recommend 
a  flat  tax,  but  you  stopped  just  short  of  recommending  a  flat  tax. 

Mr.  Kemp.  Right. 

Chair  Meyers  Your  tax  test  and  your  criteria  seem,  certainly,  to 
indicate  that. 

Mr.  Kemp.  Right.  Could  I  comment  on  that  little — that  is  a  vex- 
ing problem.  How  do  you  define  this  system  of  taxation  eluded  to 
by  my  colleagues  on  the  Commission?  We  ended  up  calling  it  a  sin- 
gle-tax rate  system  to  define  it  as  something  other  than  just  a 
pure,  flat  tax  per  se  in  the  abstract,  such  as  the  Forbes'  plan — and 
he  happens  to  be  a  very  good  friend  of  mine — or  the  Rebushka/Hall 
plan.  In  effect,  it's  a  proportional  tax  plan.  It's  also  progressive,  be- 
cause it  removes  the  poor,  altogether,  from  the  tax  code  up  to 
$36,000.  So,  there's  progressivity,  it  is  what  Eleanor  Holmes  Nor- 
ton called  a  progressive,  flat  tax,  with  a  single  rate  system,  that 
is  proportional  on  income  above  $36,000,  that  in  effect,  is  a  maxi- 
mum rate.  That's  all  it  is.  It  just  takes  out  the  multiple  layers  of 
taxation  and  says  we'll  tax  you  once. 

Every  recipient  of  income  must  pay.  Earner  of  dividends,  in  my 
opinion,  interest  on  Grovernment  or  corporate  bonds — no,  tax-free 
bonds  are  still  tax  free,  but  everyone  who  earns  income  as  an 
owner  of  a  business,  be  it  the  stockholder  or  the  bondholder,  would 
pay  a  tax. 

So,  you  ^et  away  from  the  problem  that  a  pure,  flat  tax  would 
have — that  might  give  the  impression  that  somebody  could  earn  in- 
come from  dividends  or  capital  without  paying  a  tax.  You  have  to 
tax  either  the  corporation  or  the  individual. 

We  just  came  basically,  albeit  rather  circuitously,  to  the  conclu- 
sion that  the  corporation  is  not  a  taxpayer.  It  is  a  tax  collector  and 
you  should  collect — ^you  should  have  the  recipient  of  income  pay  the 
tax.  So,  we  were  kind  of  wrestling,  may  I  say,  Madam  Chair,  with 
the  whole  problem  of  a  flat  tax  vis-a-vis  this  kind  of  a  progressive, 
single-tax  rate  system. 

Chair  Meyers.  I'm  going  to  ask  one  more  quick  question,  and 
then  turn  to  my  colleague,  Mr.  LaFalce.  You've  mentioned  the  flat 
tax  as  put  forth  by  Mr.  Forbes,  and,  of  course,  there's  Mr.  Armey's 
version,  which  I  think  is  the  Rebushka/Hall  plan. 

Mr.  Kemp.  Right. 

Chair  Meyers  I  don't  know  if  it's  too  technical;  maybe  you  don't 
want  to  get  into  it  today.  But  what  is  the  difference  between  those 
two? 

Mr.  Kemp.  Not  much. 

Chair  Meyers.  Not  much. 

Mr.  Kemp.  The  Forbes'  plan  was  a  variation  on  the  theme  of 
Rebushka/Hall,  which  is  the  Armey  Bill.  Chairman  Archer,  I  be- 
lieve, according  to  Dick  Chrysler,  will  be  introducing  some  form  of 
a  sales  tax.  Dick  Gephardt  has  a  plan.  They  all  call  them — actually 
Dick  Gephardt  calls  it  a  10  percent  tax.  Although,  it's  10  percent 
for  75  percent  of  the  people  and  34  percent  for  the  rest  of  the  peo- 
ple, which  I  find  to  have  a  very  serious  problem.  But  there's  not 
much  difference  between  the  Armey  and  the  Forbes  plan.  You'd 
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have  to  have  Steve  or  Dick  Armey  to  find  the  minutia  of  the  dif- 
ference. 

The  point,  though,  is  very  important  I  think.  If  you  earn  a  hun- 
dred times  as  much  as  another  person,  you  pay  a  hundred  times 
as  much.  You  don't  pay  1,000  times  as  much.  I'd  rather  get  20  per- 
cent of  Bill  Gate's  income  in  1  year,  than  try  to  get  90  percent  of 
his  income  and  find  out  it's  zero  because  all  he  did  is  be  forced  into 
tax-free  municipal  bonds.  That  was  what  was  happening  prior  to 
Kennedy  and  prior  to  Ronald  Reagan. 

Chair  Meyers.  Thank  you  again  to  all  the  members. 

Mr.  Kemp.  Thank  you. 

Chair  Meyers.  Now  Mr.  LaFalce. 

Mr.  LaFalce.  Thank  you  very  much  Madam  Chair.  Madam 
Chair,  I'd  ask  that  all  members  be  allowed  to  insert  opening  state- 
ments, and  also,  would  you  allow  me  to  submit  some  background 
to  my  statement,  particularly  some  excerpts  from  the  Brookings 
Report. 

Chair  Meyers.  Yes,  without  objection.  Thank  you. 

Mr.  LaFalce.  Thank  you.  Well,  I  think  that  all  three  of  the  pan- 
elists are  individuals  of  prominence  and  great  credibility  and  have 
presented  a  persuasive  case,  at  least  of  principles.  I  think  it  would 
have  been  helpful  if  we  could  have  had  some  differing  perspectives 
at  the  same  time.  But  let's  work  with  what  we  have  and  try  to 
focus  on  some  of  the  things  that  I  agree  with. 

Mr.  Faris,  we  may  not  be  able  to  take  up  total  reform  of  the  tax 
code,  or  repeal  of  the  tax  code.  We  tried  that  in  1986.  It  had  some 
mixed  successes  and  failures.  One  of  the  great  failures,  Mr.  Faris, 
was  the  inadequate  consideration  given  to  transitional  rules.  One 
of  the  great  failures  was  the  fact  that  we  didn't  adequately  consider 
it.  It  isn't  that  we  weren't  starting  from  scratch,  that  industries 
had  been  built  up  on  provisions  of  the  tax  code,  such  as  the  real 
estate  industry,  which  had  an  impact  on  the  portfolios  of  banks, 
which  had  an  impact  on  the  savings  and  loans,  et  cetera. 

So,  they're  profound  repercussions  to  dramatic  revolutionary 
changes  such  as  repeal.  We  don't  rule  that  out,  but  we  have  to  be 
concerned  about  transition.  So,  because  of  that,  I'm  more  of  an 
incrementalist.  Let's  talk  incrementally  about  the  payroll  tax. 
What  could  we  do  about  the  payroll  tax?  Would  you  entertain  grad- 
uating it,  or  would  you  entertain  lifting  the  ceilings  in  total?  Clear- 
ly, you  would  entertain  deducting  it.  But  then  if  there's  going  to 
be  a  shortfall  in  revenues,  because  of  the  rules  imposed  upon  us 
by  the  Congressional  Budget  Office,  whether  Republican  or  Demo- 
crat— now  Republican,  how  do  we  make  up  for  that  shortfall  to 
achieve  another  principle:  Neutrality?  Let's  just  dialogue  on  that 
for  a  bit. 

Mr.  Faris.  Three  responses.  One  is 

Mr.  LaFalce  Or  anything  else  dealing  with  the  payroll. 

Mr.  Faris  [continuing],  that  the  1986  changes — because  there 
was  not  enough  transition  rules,  there  was  not  enough  thought 
about  the  transition 

Mr.  LaFalce.  But,  let  me  just  add  another  part  to  my  question. 

Mr.  Faris.  Certainly. 
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Mr.  LaFalce.  There's  a  lot  of  concern  in  the  small  business  com- 
munity about  transitions.  So,  after  you  finish  answering  the  first 
part 

Mr.  Paris.  Yes. 

Mr.  LaFalce  [continuing],  get  into 

Mr.  Paris.  Absolutely. 

Mr.  LaFalce.  Tell  me  exactly  what  their  concerns  are. 

Mr.  Faris.  Well,  the  1986  act  I  can  tell  you  as  a  small  business 
owner  at  the  time,  that  what  it  did  is  it  meant  that  the  collateral 
that  you  had  at  the  bank  to  borrow  the  money,  to  make  the  payroll, 
to  hire  the  people — your  collateral  went  down  because  your  real  es- 
tate values  dropped.  Then  the  bank  said^examiners  would  come 
in  and  say,  "I  not  only  need  the  security  I've  had  in  the  past,  I  need 
even  more  than  I've  had."  It's  like  going  on  C.O.D.  You  still  owe 
a  debt,  and  now  you've  got  to  pay  cash  at  the  same  time. 

So,  what  happened  is,  it  disrupted  relationships  between  people 
and  their  banks.  It  disrupted  a  lot  of  businesses.  It  caused  some 
businesses  to  fail  even.  It  sure  was  an  impediment.  So,  our  people 
felt  it  keenly  in  the  teeth,  when  we  have  tax  reform  and  it's  not 
thought  through. 

The  key  thing  for  us  in  any  tax  plan,  tinkering,  tweaked  around 
the  edges,  or  major  reform.  What  is  the  end  game?  Before  we  talk 
about  which  road  to  take,  tell  me  where  are  we  going  with  it.  What 
does  it  look  like?  Let's  paint  the  picture  of  the  end  game.  Then  we 
can  talk  about  what  it  needs  to  be — the  transition  to  get  from  here 
to  there  —  so  that  our  short-term  decisions  make  the  most  long 
term  sense.  I  think  that's  a  real  problem  when  long  term  planning 
here  is  always  within  a  2  year  timeframe,  for  obvious  reasons. 

It's  a  real  critical  problem  with  our  Government.  But  if  we  could 
lock  in  and  say  that  this  is  our  end  game,  then  we  could  sit  back 
and  say,  "OK,  if  I  had  this  much  time,  as  a  small  business  owner, 
to  say  that  5  years  from  now  it's  going  to  change  and  it  will  look 
like  this,  and  I  have  confidence  that  that's  what  it  will  really  look 
like." 

We've  got  a  real  trust  problem  and  the  IRS  is  at  the  core  of  it. 
Because  of  the  rules  and  regulations  of  the  IRS,  we  keep  changing 
it  hundreds  of  times.  So  the  small  business  owner,  trying  to  make 
a  decision  for  5  years,  has  no  clue  what  next  year  will  be.  Because 
the  agent  that  comes  to  see  them  next  year  will  be  up  on  that  year, 
but  not  really  understand  what  you  did  2  years  ago.  So,  we've  got 
to  have  an  end  game.  So,  then  we  can  have  transition  rules. 

The  last  point  about  that  is  that  in  the  transition  we  are  not  ask- 
ing for  industries  to  be  preserved  or  individual  companies  to  be 
preserved.  What  we're  asking  for  is  an  end  game  that  makes  sense 
on  Main  Street.  It  has  Market  Street  sense,  and  if  it  does,  then 
we'll  figure  out  how  to  get  conditioned  appropriately  to  survive  in 
that  end  game.  But  don  t,  with  one  fell  swoop,  tell  us,  "Oh,  by  the 
way,  you've  been  operating  on  this  system  for  so  many  years  and 
tomorrow,  guess  what,  we  change  the  rules." 

I  would  use  a  football  example  here,  but  I  won't.  I'll  use  a  basket- 
ball example.  It's  really  tough  if  you  train  for  a  season  and  you 
know  what  the  rules  are,  and  then  at  half-time  somebody  decides 
to  change  the  rules  for  the  second  half.  Says,  "By  the  way,  we're 
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not  going  to  have  a  three  point  shot  anymore.  We  decided  that's  not 
fair. '  It  changes  who  plays,  and  how  you  train. 

So,  what  we're  asking,  Mr.  LaFalce,  on  payroll  tax,  is  first  of  all, 
consider  taking  the  Social  Security  monies  that  are  needed  as  a 
separate  secure  fund  and  have  it  paid  for  out  of  the  general  operat- 
ing revenues  of  how  we  collect  money.  Let's  put  all  the  money  col- 
lecting in  one  place,  one  amount,  so  that  Americans  can  know,  see 
and  understand. 

The  problem  with  our  employees — the  deducts  get  a  hold  of  it, 
compensation  has  been  going  up  3  to  5  percent  per  year  for  the  last 
10  years,  but  net  pay's  been  going  down.  It's  been  flat  to  going 
down.  Why?  One  is  the  cost  of  Social  Security,  and  another  is  the 
cost  of  healthcare  benefits,  which  we  are  struggling  with.  Do  away 
with  the  payroll  tax,  to  pack  the  tax  on  jobs,  and  how  do  you  pay 
for  it?  Well,  a  single-rate  system.  If,  in  fact,  it's  costing  us  25  per- 
cent to  run  our  Federal  Government,  let's  say  it.  If  it's  costing  40 
percent,  let's  say  it.  I  think  then  the  American  people  would  be  a 
lot  more  attuned  to  reducing  the  size,  scope,  and  cost  of  Govern- 
ment. 

Ms.  Peterson.  Mr.  LaFalce,  may  I  comment  on  your  question? 

Mr.  LaFalce.  Surely. 

Ms.  Peterson.  You  had  inquired  about  the  advisability  of  having 
multiple  rates  in  the  payroll  tax,  and  I  just  want  to  comment  on 
that  from  my  perspective  of  administering  the  law  and  attempting 
to  collect  those  taxes. 

It  was  our  experience  in  the  Government,  that  the  burden  im- 
posed upon  small  business  by  the  payroll  tax  is  enormous.  The 
compliance  burden  of  the  payroll  tax  is  really  a  problem  for  small 
business.  It  takes  an  enormous  amount  of  time  and  effort,  and  we, 
in  the  Government,  spent  a  lot  of  time  trying  to  collect  that  tax  and 
enforce  that  law.  One  of  the  things  that  makes  it  even  as  simple 
as  it  is  today,  is  the  fact  that  it's  a  flat  rate  system. 

If  vou  were  to  move  to  multiple  rates,  or  a  progressivity,  the 
small  business  person  would  just  go  nuts. 

Mr.  Lafalce.  What  about  the  other  side  of  the  question,  which 
I  asked,  about  lifting  the  ceiling? 

Ms.  Peterson.  Well,  again,  I  mean,  you  just  create  the  problem. 
It's  already  quite  high,  and  I  would  subscribe  to  the  point  that  Mr. 
Paris  made:  "let's  simplify  the  whole  the  system,"  fix  it  so  that  the 
American  people  can  see  what  it  is — it's  costing  them,  and  reduce 
the  burden  on  small  business  and  upon  labor. 

Mr.  LaFalce.  All  right.  I  thank  you.  Let  me  just  ask  one  more 
question,  if  I  may.  This,  Jack,  is  addressed  to  you.  You  are  very 
fond  of  quoting  Democrats,  and  I  like  to  quote  Republicans 

Mr.  Kemp.  Right.  Right. 

Mr.  LaFalce.  It  helps  buttress  our  case.  Jack  Paris  made  a 
statement  with  respect  to  Secretary  Reich,  he  says  we  disagree 
with  him  on  many  issues — it  might  be  a  few  issues  minimum.  I 
don't  know  what  ne  was  referring  to — I  thought  maybe  the  mini- 
mum wage.  I  just  read  clips — faxes  from  this  morning's  Buffalo 
News,  and  your  successor  for  the  district  of  Southtown,  Jack 
Quinn,  has  just  introduced  a  bill  increasing  the  minimum  wage 
above  and  beyond  what  the  President  would;  and  about  a  week  or 
two  ago.  Senator  Al  D'Amato  who  chairs  Senator  Dole's  campaign 
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Committee,  voted  for  increasing  the  minimum  wage.  I  don't  re- 
member what  you're  perspective  was.  I  know  you  favored  Davis- 
Bacon  when  you  were  a  Member  of  Congress. 

Mr.  Kemp.  I  did. 

Mr.  LaFalce.  You  enjoyed  the  support  of  the  building  trades. 

Mr.  Kemp.  Is  this  a  roast? 

Mr.  LaFalce.  No,  I'm  praising  you.  I'm  praising  you.  You  en- 
joyed the  support  of  these.  What  is  your  thought? 

Mr.  Kemp.  Davis-Bacon  is  a  tax— by  the  way,  we  got  it  repealed 
out  at  Kennelworth  Park  Site  Public  Housing  Project,  because  it 
didn't  allow  for  the  people  who  lived  in  the  public  housing  to  orga- 
nize themselves  into  small  businesses  to  help  rebuild  their  own.  So, 
we  got  it  repealed.  So,  Davis-Bacon  is  not  at  issue. 

Mr.  LaFalce.  No,  I'm  really 

Mr.  Kemp.  If  the  minimum  wage  was  an  issue,  I  would  say 
that — now,  look,  this  is  only  for  myself  now.  The  Commission  did 
not  take  up  minimum  wage. 

Mr.  LaFalce.  I  know  it's 

Mr.  Kemp.  But  just  for  myself?  I  would  make  a  case  that  if  I 
were  negotiating  with  President  Clinton,  and  he  wanted  a  modest 
increase  in  minimum  wage  phased  in  over  1,  2,  or  3  years,  I  would 
say  to  President  Clinton,  if  I  were  Newt  Gingrich  or  Bob  Dole,  that 
I  wanted  to  make  a  budget  deal,  knowing  that  the  White  House  is 
controlled  by  your  party,  and  the  Congress  is  controlled  by  our 
party,  I  would  make  a  deal.  I'd  say,  "OK,  you  cut  the  capital-gains 
rate  to  15  and  index  it,  future  and  past.  I'll  accept  a  minimum 
wage,  because  this  country  would  be  awash  in  capital." 

Mr.  Faris.  He's  speaking  for  himself 

Mr.  Kemp.  Yes.  I  made  that  point.  I  made  that  point. 

Mr.  LaFalce.  Well,  I  don't  know 

Mr.  Kemp.  Well,  I'm  that  way 

Mr.  LaFalce.  I  don't  know 

Mr.  Kemp.  If  I  controlled  the  White  House  and  the  Congress- 


Mr.  LaFalce.  That's  why  I  asked  you — yes,  that's  why  I  asked 
you  the  question.  I  thought  you  might  have  an  answer  something 
like  that,  and  let's  say  that  I  think  reasonable  people  can  get  to- 
gether and  make  a  deal  on  something  like  that. 

Mr.  Kemp.  It's  not  that  big  an  issue. 

Mr.  LaFalce.  We  may  have  to  negotiate 

Mr.  Kemp.  I'll  tell  you  what,  since  we're  getting  into  these  ab- 
stractions, let  me  just  point  out  something.  Had  the  Social  Security 
Fund  been  invested  in  the  Standard  and  Poor's  500,  since  1937, 
every  man  and  woman  on  Social  Security  would  be  a  millionaire 
today.  The  rate  of  return,  by  investing  in  T-Bills,  adjusted  for  in- 
flation since  1937 — do  you  know  what  the  rate  of  return  is  for  our 
invested  Social  Security  Trust  Fund?  One  half  of  1  percent.  So, 
that  Social  Security  Trust  Fund  should  be  allowed,  in  terms  of  the 
surplus,  to  be  invested  in  the  growth  sector  of  the  economy  i.e.,  mu- 
tual funds  and  stock  and  bonds,  and  as  Chile  is  doing.  New  Zea- 
land, Australia.  Then  you  would  never  have  to  raise  taxes  again  on 
working  men  and  women. 

Chair  Meyers.  Thank  you,  Mr.  LaFalce.  Mr.  Bartlett. 
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Mr.  Bartlett.  Thank  you  very  much.  If  we  get  to  a  flat  tax,  to 
not  make  it  a  regressive  tax,  we  are  going  to  have  to  exempt  the 
lower-income  people. 

Mr.  Kemp.  Right. 

Mr.  Bartlett.  That  means  that  everybody  still  has  to  file  a  re- 
turn. It  can  be  a  simple  return,  but  everybody  files  a  return,  you 
still  need  the  IRS,  it  will  be  smaller.  Bill  Archer  makes  the  obser- 
vation, which  I  think  is  a  pretty  accurate  one,  that  the  IRS  is  an 
evil  weed.  If  you  leave  its  roots  in  the  ground,  it  will  g^ow  again. 
In  order  to  bring — perceived  fairness  to  tne  system,  the  tax  law  will 
grow  ever  more  complex  to  provide  this  element  of  fairness  and 
that  element  of  fairness. 

Why  wouldn't  it  be  better  to  simply  repeal  the  16th  Amendment? 
Provide  an  opportunity  for  the  113,000  people  who  work  for  the 
IRS  to  find  a  job  where  they  will  produce  wealth  instead  of  helping 
to  consume  it  in  our  society,  and  to  go  to  a  consumption  tax  where 
you  make  it  fair,  where  you  make  it  not  a  regressive  tax  by  simply 
not  taxing  things  that  poor  people  need  to  buy. 

Mr.  Kemp.  Yes. 

Mr.  Bartlett.  Then  recompense  our  merchants  for  collecting  the 
tax  as  the  States  now  do.  Then  we  don't  need  to  worry  about  how 
one  makes  money.  The  drug  dealer  will  pay  his  tax  just  the  same, 
because  when  he  buys  something  he  pays  the  tax. 

Mr.  Kemp.  Yes. 

Mr.  Bartlett.  Now,  when  you  go  to  buy  a  car  and  there's  a  19 
percent  tax  on  it,  you  may  decide,  gosh,  if  I  invested  that  money, 
I  will  not  be  taxed  on  the  interest  in  that  investment,  and  so,  I 
won't  buy  the  car.  Now,  not  as  many  cars  will  be  sold  because  of 
that,  but,  savings,  which  are  now  a  third  in  this  country  of  what 
thev  are  in  Germany,  a  sixth  of  what  they  are  in  Japan,  would  sky- 
rocket. That  increased  venture  capital  would  produce  lots  more 
jobs,  and  I'm  not  worried  at  all  about  buying  the  car,  because  there 
would  be  a  whole  lot  more  people  with  jobs,  who  would  be  able  to 
buy  cars  in  the  future.  Why  isn't  this  a  better  solution,  than  still 
living  with  this  evil  weed? 

Mr.  Kemp.  I  think  all  of  us  would  like  a  shot  at  this,  but  let  me 
just  give  a  brief  one,  if  that's  possible  for  Jack  Kemp.  I  have  im- 
mense respect  for  Bill  Archer.  If  you  took  the  Archer  plan,  or  the 
Chrysler  plan  and  substituted  it  for  the  current  tax  code,  I  could 
live  with  that  infinitum.  So,  I  can  just  say  that  as  a  given. 

However,  most  sales  taxes  end  up  degenerating  into  VAT  taxes, 
most.  All  you — well,  let  me  just  finish 

Mr.  Bai^tlett.  To  begin  with  you  have  to  say — I'm  opposed  to 
any  tax  which  is  hidden.  I  would  like  every  tax  to  be  in  red  letters. 

Mr.  Kemp.  Good.  The  sales  tax  is 

Mr.  Bartlett.  On  a  loaf  of  bread 


Mr.  Kemi».  How  much  sales  tax  did  you  pay  last  year? 

Mr.  Bartlett.  I  don't  keep  track  anymore  because  you  can't  de- 
duct it. 

Mr.  Kemp.  Of  course. 

Mr.  Bartlett.  Which  is  the  problem. 

Mr.  Kemp.  But  it's  disguised.  The  cost  of  Government,  as  Jack 
Paris  said,  should  be  visible 

Mr.  Baktleit.  I  agree. 
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Mr.  Kemp.  A  sales  tax  is  less  than  visible,  it  degenerates.  Be- 
sides, low-income  people  who  have  to,  with  less  disposable  income, 
in  order  to  survive,  those  families  must  consume.  I  don't  think  we 
should  be  punishing  consumption  to  reward  savings,  nor  rewarding 
consumption  to  punish  savings.  I  think  neutrality  is  what  you  want 
between  savings  and  consumption.  Savings  is  consumption  de- 
ferred. Savings  is  consumption  deferred,  and  you  will  not  eliminate 
the  IRS.  You'll  eliminate  the  wav  Shirley  Peterson  described  it,  but 
in  effect  you'd  have  IRS  record  keeping  for  every  single  retailer  in 
the  United  States  of  America,  in  my  opmion. 

Mr.  Bartlett.  It  would  be  no  different  than  what  the  State  now 
does  in  collecting  their  tax,  and  the  same  computer  will  collect  the 
taxes 

Mr.  Kemp.  The  record  keeping  will  enlarge. 

Mr.  Bartlett.  If  you  don't  put  a  tax  on  things  that  poor  people 
need,  then  it  is  clearly  not  a  regressive  tax. 

Mr.  Kemp.  Well,  then  what  would  that  rate  be? 

Mr.  Bartlett.  That  needs  to  be  calculated,  what  the  rate  would 
be 

Mr.  Kemp.  Well,  that's  the  problem. 

Mr.  Bartlett.  But  the  rate  would  be  no  higher  than  "your  flat 
tax  rate,  because  you're  doing  exactly  the  same  thing.  You  re  either 
taxing  it  when  you  make  it,  which  is  difficult  to  keep  track  of,  or 
you're  taxing  it  when  you  spend  it,  which  is  no  problem  to  keep 
track  of. 

Mr.  Kemp.  Well  said,  except  for  the  fact,  Congressman,  all  taxes 
are  paid  out  of  income.  Ultimately,  you  can  onW  pay  a  tax — ^be  it 
a  property  tax,  sales  tax,  flat  tax,  income  tax — all  taxes  are  the  tax 
on  income  of  men  and  women  who  produce  widgets  or  a  service. 
You  have  a  problem  with  a  sales  tax  in  getting  into  services.  Ask 
the  State  of  Florida  what  happened  when  they  tried  to  tax  services 
in  the  State  of  Florida.  The  whole  place  went  crazy.  I  am  not  dis- 
respectful of  the  question.  It's  a  good  question.  It's  a  great  debate. 
Let's  let  it  go  forth,  but  in  my  opinion,  the  best  tax  code  on  the  face 
of  the  Earth  is  Hong  Kong,  15  percent  income  tax,  16  percent  cor- 
porate tax,  zero  capital  gains  tax,  zero  State  tax,  zero — all  invest- 
ment and  plant,  machinery,  equipment  and  technology  expense,  no 
unemployment,  no  welfare,  and  no  deficits,  none  for  29  years. 
They've  had  30  years  of  balanced  budgets. 

Mr.  Bartlett.  Of  course,  our  fundamental  problem  is  not  how 
much — one  last  comment,  the  light  is  still  green.  It's  not  how  we 
collect  our  taxes,  it's  how  much  tax  we  collect.  There  is  no  painless 
way  to  extract  52  percent  of  the  income  of  our  people,  which  is 
what  the  cost  of  Government  was  last  year.  July  10th  was  the  first 
day  any  American  got  to  keep  any  money  for  themselves.  The  fun- 
damental problem  is  to  simply  require  less  money,  and  then  it  will 
be  much  easier  to  extract  that  money 

Mr.  Kemp.  With  all  due  respect,  if  the  economy  were  growing, 
people  would  put  less  pressure  on  Government  to  do  things  for 
them  which  cannot  be  done  when  they're  unemployed. 

Mr.  Bartlett.  That  is  agreeable,  certainly. 

Chair  Meyers.  I  think  your  constituent  would  like  to  comment 
on  your  question. 

Ms.  PETEIiSON.  Yes. 
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Chair  Meyers.  That's  what  I  was  trying  to  say. 

Ms.  Peterson.  Congressman  Bartlett  and  I  have  had  this  ex- 
change before  so  he  knows  where  I  stand  on  it.  But  I  have  to  say 
this  pubHcly,  as  the  former  Commissioner  of  Internal  Revenue.  I 
really  must  come  to  the  defense  of  my  former  Agency.  As  I  have 
also  said  to  Congressman  Archer,  with  great  respect,  the  Internal 
Revenue  Service  didn't  create  this  problem. 

The  Internal  Revenue  Service  is  stuck  administering  a  horren- 
dous law  that  Congress  passed.  Congress  made  this  problem,  and 
Congress  is  going  to  have  to  fix  it.  Until  Congress  gives  us  a  sim- 
pler law,  the  Internal  Revenue  Service  will  struggle  and  will  do  its 
best  to  administer  the  law  fairly  and  uniformly.  But  ladies  and 
gentlemen,  we  need  a  simpler  law. 

Mr.  Faris.  a  quick  response  if  I  could? 

Chair  Meyers.  Yes. 

Mr.  Faris.  The  light  just  turned  red,  so  I'll  do  a  California  stop 
and  ease  around.  When  we  pull  up  and  we  put  in  a  different  weed, 
as  long  as  we  have  Government,  we'll  have  to  have  taxes;  and  as 
long  as  we  have  taxes,  we'll  have  to  have  Federal  Government  em- 
ployees collect  the  taxes  and  keep  up  with  it.  I  don't  think  the  Fed- 
eral Government  trusts  the  States  right  now.  Obviously,  they  don't 
want  to  give  things  to  the  States  to  do,  so  they're  going  to  monitor 
the  States.  So,  we've  got  the  States  looking  after  the  Federal  Unit- 
ed States;  40  percent  of  small  businesses  collect  taxes,  40  percent 
in  most  States  do.  But  it's  different  in  every  State  because  there's 
different  kinds  of  sales  taxes  on  different  kinds  of  businesses.  Only 
40  percent  of  those  people  in  business  today  collect  taxes.  So,  the 
collection  system  is  true  for  40  percent,  60  percent  would  be  brand 
new.  We  know  what  happened  in  Canada,  every  small  business 
owner  had  to  buy  new  cash  registers,  because  the  current  cash  reg- 
isters they  had  wouldn't  work  because  there's  no  room  for  another 
sales  tax.  A  small  transition  problem.  Transition's  a  big  deal  for  us. 

How  do  we  get  there  from  here?  A  third  is  the  50  States  and 
their  sales,  they're  all  based  on  us  having  income  tax  federally. 
That  would  be  a  consideration.  But  our  members  have  said  they're 
open  to  that,  just  be  sure  and  protect  us  in  the  transition.  Let's  see 
what  it  looks  like,  and  be  careful  what  we  do  to  our  State  govern- 
ments and  our  local  governments  who  are  based  on  sales  tax  so 
much,  especially  State  governments — to  be  careful. 

But,  let  the  debate  oegin.  Our  members  are  saying  let's  talk 
about  that.  Let's  see  if  we  can  get  an  end  game.  Again,  Congress- 
man, it's  the  end  game.  What  should  it  look  like,  when  we  get — 
and  then  back  up  and  say  now  how  do  we  get  there? 

Chair  Meyers.  Mr.  Sisisky. 

Mr.  Sisisky.  Thank  you.  Madam  Chairman,  and  thank  you  for 
being  here  today. 

Let  me  just  tell  you,  some  of  the  Committee,  a  little  bit  about  my 
background.  I'm  the  son  of  an  immigrant,  grew  up  in  the  depres- 
sion, poor  as  hell,  and  got  out  of  college  after  World  War  II  on  the 
G.I.  Bill — it  was  the  only  way  I  could  go  to  college — and  I  drove  a 
truck  for  2  years  in  a  small  business,  and  all  of  a  sudden  it  became 
a  large  business.  That's  the  entrepreneurial  spirit — I  mean,  a  very 
large  business.  So,  I  wouldn't  say  this  if  we  didn't  have  disclosure 
forms,  so  I  made  a  lot  of  money. 
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Mr.  Kemp.  I'm  shocked. 

Mr.  SisiSKY.  I  kind  of  capitalize  that  every  year.  I  tell  you  that 
because  I  was  in  a  debate  with  my  competitor — opponent  last  year, 
and  he  said,  "My  opponent  doesn't  believe  in  the  Armey  flat  tax." 
I  said,  "The  hell  I  don't."  I  said,  "Are  you  crazy?"  I  said,  "I  wouldn't 
pay  any  tax,  zero." 

Mr.  Kemp.  Yes,  you  would. 

Mr.  SisiSKY.  No,  I  wouldn't. 

Mr.  Kemp.  Sure,  you  would. 

Mr.  SisiSKY.  No,  I  wouldn't.  Not  on  my  pay,  because  I  give  that 
away  too. 

Mr.  Kemp.  Oh. 

Mr.  SisiSKY.  I  was  ready  for  you  to  say  that.  So,  I  said,  'Why 
wouldn't  I  want  a  flat  tax — I  mean,  personally?"  I  said,  "I  live  off 
of  dividends  and  interest."  There's  no  tax  on  that.  That's  why  it's 
so  crazy. 

Mr.  Kemp.  Your  corporation  doesn't  pay  tax? 

Mr.  SisiSKY.  The  original  thing — what? 

Mr.  Kemp.  The  trucking  company  doesn't  pay  tax? 

Mr.  SisiSKY.  I'm  sold  out.  All  I've  got  is  bonds  and 

Ms.  Peterson.  Well,  the  Kemp  Commission  wouldn't  let  you  get 
away  with  that. 

Mr.  SisiSKY.  Well,  the  point  I'm  making  is,  that's  why  it's  so 
crazy.  Nobody  should  get  away  without  paying  taxes. 

Mr.  Kemp.  We  agree.  We  agree. 

Mr.  SisISKY.  I  think  you've  done  that 

Mr.  Kemp.  If  you're  living  on  dividends,  you'd  pay  taxes. 

Mr.  SisiSKY.  Right.  Absolutely. 

Mr.  Kemp.  OK. 

Mr.  SisiSKY.  Interest  too,  I  mean 

Mr.  Kemp.  Good. 

Mr.  SisiSKY.  Those  that  just  live  on  that.  Now  one  other  point. 
Access  to  capital  is  one  thing,  but  you've  got  to  be  very  careful.  I 
watched,  I  swear  to  you. 

I  turned  my  business  over  to  my  four  sons,  and  then  they  sold 
it.  But  I  got  a  call  one  day  from  one  of  my  sons  that  was  running 
the  business,  and  he  says,  "Daddy,  we  got  an  opportunity  to  buy 
three  companies."  I  said,  "Son,  I'm  up  here  in  Washington,  I  don't 
want  to  have  to  sign  anything."  He  said,  "You  don't  have  to  sign 
anything."  I  said,  "What  do  you  mean?"  He  said,  "All  they  want  is 
10  percent  up  and  you  don't  sign  anything."  I  said,  "These  banks 
are  going  to  go  bankrupt.  This  is  nuts.  They  can't  operate  a  busi- 
ness like  I  had."  And  sure  enough,  it  started  happening. 

The  point  I'm  making  is  that  you've  got  to  be  very  careful  with 
access  to  capital.  I  mean,  banks  are  not  going  to  take — if  they  take 
those  risks,  they're  going  to  get  burned  in  the  end.  Now,  I  watched 
the  phenomena  of  1980,  and  I  loved  it.  I  was  paying  70  percent 
taxes.  In  1982,  they  cut  it  back  to  50  percent  taxes.  In  1982,  they 
cut  it  back  to  52  percent.  In  1986,  and  I  begged  Danny  Rostenkow- 
ski,  I  begged  him,  I  pleaded  with  him.  I  said,  "Don't  worry  about 
us  rich  folks,  cut  the  taxes  to  38,  but  leave  that  damn  capital  gains 
alone." 

That's  what's  going  to  make  the  economy  move.  But,  what  hap- 
pened. Jack?  We  cut  all  these  taxes  to  28  percent,  because  Presi- 
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dent  Reagan  wanted  to — that's  what  Danny  told  me  anyway,  that 
he  lowered  that  tax  to  28  percent.  The  darn  economy  was  doing 
well,  but  what  was  happening  is  the  deficit  kept  growing.  I  mean, 
it  just  kept  growing.  We  couldn't  stop  it. 

Now,  I  know  it's  easy  to  say  that  we  cut  taxes  and  we  needed 
to  cut  the  budget,  but  we  didn't  do  it.  Now,  we're  stuck  with  this 
$5  trillion  and  that's  what  I  worry  about — no  question.  Our  prob- 
lems will  be  solved  to  get  4  percent.  You  are  absolutely  right.  In 
growth — you  are  absolutely  right.  But  how  in  the  heck  do  we  get 
there? 

I  want  to  reform  the  tax  code  more  than  anybody  in  this  place 
and  not  just  to  save  money,  but  I've  never  filed  taxes  on  April  15th 
in  my  life.  Excuse  me,  in  my  last  20  years.  We've  filed  in  Septem- 
ber and  October.  I  mean,  we  pay  our  taxes,  don't  get  me  wrong;  but 
it's  so  complicated,  that  we  can't  do  it.  So,  nobody — and  I  mean,  I 
use  the  best  accountants  that  I  can  find — but  nobody  wants  tax  re- 
form more  than  I  do — but  I  think  we  have  to  be  so  careful. 

Mr.  Kemp.  Sure. 

Mr.  SisiSKY.  We  have  to  be  so  careful  in  this. 

Mr.  Kemp.  Yes. 

Mr.  SisiSKY.  You're  absolutely  right.  We  need  a  National  Com- 
mission for  somebody — both  parties — to  come  together.  We've  got  to 
balance  the  budget.  We've  got  to  come  together.  Nobody  wants  to 
come  together  anymore.  For  example, — and  I  hate  to  say  this  to  mv 
friends  because  I'm  the  most  nonpartisan  guy  in  here,  I  wouldn  t 
object  to  requiring  a  two-thirds  or  three-fifths  vote  to  raise  taxes, 
but  I  objected  to  the  way  it  was  done.  It  was  the  language— the 
language  wasn't  even  spelled  out  very  well  in  that  Constitutional 
Amendment.  So,  the  point  I'm  making  is  that  we've  got  to  come  to- 
gether, but  we've  got  to  come  up  with  something  that  we  can  view 
all  parts  of  this  thing. 

On  the  payroll  tax,  you're  not  assuming  that  the  businesses  are 
not  going  to  collect  it  are  you? 

Mr.  Kemi'.  Yes.  They'd  collect  it. 

Mr.  SisiSKY.  Because  I  didn't  know  what  you  meant  exactly,  but 
business  would  have  to  collect  it,  because  I  would  hate  to  send  a 
bill  at  the  end  of  the  year  with  the  Internal  Revenue,  or  what- 
ever  

Mr.  Kemp.  No.  We're  just  saying  the  employer,  right  now,  can  de- 
duct a  payroll  tax  as  a  cost  of  labor.  We're  saying  labor  should  be 
able  to  deduct  the  payroll  tax  as  a  cost  of  living — as  a  cost  of  not 
being  taxed  twice  on  the  same  income. 

Mr.  SisiSKY.  OK 

Mr.  Faris.  Of  course,  our  greatest  hope  is  that  more  people,  who 
right  now  may  be  driving  a  truck,  will  look  at  you,  and  not  just  the 
success  you've  had  financially,  but  look  at  you  in  terms  of  the  num- 
bers of  jobs  that  you've  created  in  those  businesses  through  those 
years — people  who  had  good  employment  for  a  long  time,  and  they 
were  able  to  move  that  employment  up,  in  terms  of  their  wages 
and  benefits  through  the  years.  What  we  want  is  a  system  that  en- 
courages more  truck  drivers  to  become  Mr.  Sisisky.  That's  what  we 
want,  and  we  want  to  be  sure  that  we  can  encourage  that. 

Mr.  SisiSKY.  That's  what  I  want  too  but — and  let  me  just  tell  you 
one  more  thing,  Jack.  I'll  make  that  deal  with  you  any  day. 
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Mr.  Kemp.  What's  that?  What  deal? 

Mr.  SislSKY.  What  you're  saying — a  minimum  wage  increase 

Mr.  Kemp.  In  exchange  for  capital 

Mr.  SislSKY.  In  exchange. 

Mr  Kemp.  Yes. 

Mr.  SisiSKY.  I  think  it's  a  very  valid  idea.  So,  you've  got  one  guy 
that  will  do  it — I'll  do  it,  and  I'll  buy  it  right  now. 

Mr.  Kemp.  You  know  the  mistake 

Mr.  SisiSKY.  Let  me  just  tell  you  about  the  minimum  wage.  I 
lived  through  that  as  a  businessman.  Every  time  they  raised  the 
minimum  wage,  I  said,  "My  God,  I'm  going  to  go  out  of  business," 
I  never  went  out  of  business.  It  still  kept  growing.  I  look  at  that — 
and  I  voted  against  minimum  wage  in  many  instances  up  here  be- 
cause I  thought  it  was  too  much  and  too  fast.  But,  basically,  we  all 
get  scared,  but  if  you've  got  a  good  sound  business,  you  can  weath- 
er that  storm. 

Mr.  Paris.  Well,  we've  weathered  everything  else  that's  thrown 
at  us,  but  what  we're  saying  is  we're  on  our  tiptoes  in  this  pool  of 
water  and  just  an  inch  or  2  doesn't  sound  like  much,  but  if  you 
have  a  21  percent  increase  in  your  cost  of  labor  overnight,  and 
you've  got  a  3  percent  margin,  it's  kind  of  hard  to  get  over  that. 
But,  that's  another  debate  probably  for  another  time. 

Mr.  SisiSKY.  Give  that  business  time  to  sell  out,  though,  and  not 
pay  the  28  percent  capital  gains  tax,  and  you  may  appreciate  that 
even  more. 

Chair  Meyers.  Thank  you  Mr.  Sisisky.  Mr.  Wamp, 

Mr.  Wamp.  Just  a  short  follow-up  on  the  minimum  wage  issue 
coming  from  a  very  small  family  business — which  are  most  of  Jack 
Paris'  members,  very  small — that  minimum  wage  issue  is  a  lot 
more  important  once  you  cross  that  bridge  and  become  very  com- 
petitive and  a  little  bit  larger.  It's  not  as  important  from  my  per- 
spective, and  I  want  to  say  to  all  three  of  you,  thank  you  for  the 
nights  away  from  your  family,  the  days  away  from  your  business, 
and  your  organizations  for  doing  what  you're  doing. 

What  you're  doing,  I  think,  is  as  important  as  what  we're  doing 
here;  and  so,  I  know  you're  not  appreciated  enough,  but  I  appre- 
ciate it.  Coming  from  the  choir  section  over  here,  I'm  going  to  be 
very  brief. 

I  want  a  point  of  clarification  from  Mr.  Kemp,  and  then  a  ques- 
tion. Jack,  did  you  say  that  either  from  your  perspective  or  from 
the  Commission's  perspective,  a  single  family  mortgage  deduction 
and  charitable  contributions  could  still  be  left  in,  just  single  rate 
out? 

Mr.  Kemp.  In  my  opinion,  it  would  be  pretty  much  a  wash  to  the 
Treasury,  and  anything  as  important  to  America  as  charitable  con- 
tributions and  home  ownership,  we  should  not  go  to  war  over,  in 
my  opinion. 

Everybody  says  it  will  open  up  the  flood  gates.  I  think  we  are 
reasonable  men  and  women,  and  we  could  come  to  an  agreement 
where  it's  a  wash  to  the  Treasury.  Home  ownership  and  charitable 
contributions  should  be  continued,  along  with  the  deduction  of  the 
payroll 

Mr.  Wamp.  I  think  from  a  practical  political  standpoint,  that's 
where  you  gain  the  majority  necessary  in  the  105th  Congress  to  ac- 
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tually  enact  this  kind  of  sweeping  reform.  Along  those  lines,  what 
would  you  estimate  the  single  rate  to  be  with  those  two  deductions 
left  in? 

Mr.  Kemp.  This  is  subject  to  all  of  the  vagaries  and  vicissitudes 
of  the  C.B.O.,  O.M.B.,  the  Fed.,  the  Treasury  Department.  The 
Treasury  Department  said  that  something  like  this  would  create  a 
$200  billion  deficit.  Then  we  looked  into  now  they  got  that  conclu- 
sion, and  they  had  the  same  growth  rate  for  the  next  5  years.  Now, 
if  you  assume  that  no  one  in  America  would  change  his  or  her  be- 
havior, based  upon  a  zero  capital  gains  tax,  zero  State  tax,  total  ex- 
penses of  all  plant  machinery,  equipment  and  technology  in  a  19 
percent  tax  rate,  then  I  woula  grant  you  it  would  cause  big  deficits 
now.  But  I  think  people's  behavior  would  change.  In  fact,  I  know 
it  would. 

When  Steiger  cut  the  capital  gains  rate — Congressman  Steiger  of 
Wisconsin,  in  1978,  venture  capital  expanded,  small  businesses 
were  created,  revenues  went  up  from  capital  gains.  If  you  cut  the 
capital  gains  rate  or  indexed  it  or  eliminated  it,  that's  $7  trillion 
of  capital  locked  up  in  assets  that  people  are  not  going  to  sell,  be- 
cause they  can  deduct  it  if  they  use  it  as  collateral  and  borrow. 
They  can  deduct  the  interest  on  that  asset.  But  if  they  sell  it, 
they'd  pay  a  60,  70,  or  80  percent  capital  gains  tax.  So,  why  sell? 
Why  sell? 

So,  we've  got  all  this  capital  locked  up  in  the  top  of  the  pyramid, 
and  it's  not  flowing  out  into  the  cities  and  areas  of  the  country.  The 
risk  takers  that  Jack  Faris  talked  about  and,  in  my  opinion,  the 
economy  would  expand,  in  my  opinion.  But  who  am  I  to  say? 

Mr.  Faris.  We've  got  to  oe  very  careful  in  our  class  warfare 
that's  going  on  in  this  city.  We  don  t  understand  it  on  Main  Street, 
and  why  will  you  choose  to  do  this.  We're  trying  to  pit  those  who 
have  been  successful  financially,  with  those  who  aren't  having  suc- 
cessful finance.  I  don't  know  of  anybody  in  a  small  business,  that 
grew  the  business,  that  didn't  need  more  capital  than  the  bank 
would  lend  them  at  some  point  in  time.  They  don't  go  to  poor  peo- 
ple to  get  the  money. 

Mr.  Kemp.  No. 

Mr.  Faris.  They  go  to  people  who  have  made  money.  I  would 
imagine  some  people  in  Congress  who  have  made  substantial  dol- 
lars and  in  giving  away  their  pay  for  the  Congress,  which  we  ap- 
preciate you  doing,  are  you  giving  it  back  to  the  Treasury — I  don't 
want  to  ask  that.  Is  it — no,  it's  charities.  Is  it — quite  frankly,  what 
needs  to  happen  is  we  can  then  take  the  dollars  from  those  who 
have  been  successful,  invest  it  in  plant  and  equipment  and  payroll 
to  hire  somebody  to  drive  that  truck.  They're  not  killed  because  we 
drive  the  truck.  Then  don't  change  the  rules  on  us  in  2  or  3  years. 

We  saw  0.3  percent  is  what  it  will  cost  us  in  a  single  rate  system 
to  keep  charitable  deductions,  0.3  percent.  I  think  America  can 
handle  0.3  percent.  I  don't  think  anybody  in  small  business  would 
argue  with  the  0.3  percent. 

When  it  comes  to  mortgage  interest  deductions,  it's  not  so  much 
as  everybody  would  get  it,  because  it  would  not.  So  many  people 
have  their  home  paid  for  or  live  in  a  rental.  But  it's  the  dream  of 
one  day  owning  your  own  home,  and  it's  the  people  who  have  it 
paid  for  who  have  children  that  want  to  be  able  to  get  it  paid  for. 
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It's  a  wash,  because  you're  going  to  collect  it  at  one  end.  Our  point 
about  it  is  not  trying  to  sit  here  today  to  say  what's  going  to  cost 
more  or  less,  right  now.  Because  we  have  run  models  at  NFIB, 
through  our  foundation,  and,  I  mean,  you  tweak  one  or  two  things 
and  it  makes  a  huge  difference  on  what  it  costs.  So,  anybody  that 
comes  out  and  says  that  any  kind  of  tax  plan  that  you're  talking 
about,  Mr.  Paris,  will  do  this  or  do  that,  if  you  give  me  enough  time 
to  look  at  it,  I  can  find  the  fault  in  it.  That's  one  thing  that  Mr. 
Kemp  and  the  economists  helped  me  do  over  6  months.  I  can  find 
fault  in  anybody's  tax  plan  these  days. 

The  point  is,  where  are  we  going  to  go  with  it,  let's  don't  get 
caught  up  over  the  emotion  of  deductions,  personal  exemptions, 
and  rates  right  now.  We're  not  making  a  decision  on  it  right  now. 
What  we  need  to  do  is  what  needs  to  be  discussed.  I  think  Con- 
gresswoman  Smith  said,  when  I've  heard  her  testify  before  our 
Commission,  very  poignantly,  I  mean,  let's  eat  before  we  tax.  I 
mean,  there's  some  basics  we  need  to  do.  But  those  people  eating 
are  paying  taxes  now.  They  buy  gasoline  and  they're  paying  Fed- 
eral tax.  So,  let's  do  something  that  makes  sense,  that  works 
through  the  problems  so  that  we  don't  have  it  in  a  Republican  or 
Democrat  bill.  Small  businesses  on  Main  Street  are  tired  of  Repub- 
licans and  Democrats  fighting.  We're  ready  to  get  something  done 
that  alleviates  this  tax  problem  we've  got. 

That's  the  reason  we  call  on  the  President.  He's  got  to  provide 
the  leadership.  If  he  does,  I  think  we  can  get  something  done. 

Mr.  Wamp.  Thank  you,  Madam  Chairman.  Thank  you. 

Mr.  Paris.  Excuse  my  mini  speech  there. 

Chair  Meyers.  Thank  you,  Mr.  Wamp.  Ms.  Velaquez. 

Ms.  Velaquez.  Mr.  Kemp,  you  mentioned  before  that  a  tax  rate 
of  20  percent  will — no.  You  mentioned  before  in  your  statement 
that  a  tax  rate  could  be  as  high  as  20  percent  in  peacetime.  I  would 
like  to  point  out  to  a  report  regarding  a  flat  tax,  and  I  would  like 
for  you  to  comment  on  that.  It  is  regarding  the  Congressional  Re- 
search Service  Report  stating  that  a  tax  rate  of  20  percent  will 
cause  the  stock  market  to  fall  by  30  percent.  Obviously,  this  will 
have  a  devastating  effect  on  the  economy.  What  is  your  reaction  to 
that? 

Mr.  Kemp.  Congresswoman,  the  Congressional  Research  Service 
said  that  a  tax  rate  of  20  percent  and  a  zero  capital  gains  tax 
would  cause  the  stock  market  to  fall?  I  would  like  to  know  who  did 
that  study  and  take  them  to  Singapore  for  flogging.  That's  embar- 
rassing. Whoever  did  that  should  be  embarrassed.  There  is  no  one 
on  this  Earth,  left,  right,  or  center,  that  believes  eliminating  the 
capital  gains  tax  and  the  double  taxation  of  dividends  and  cutting 
the  top  rate  down  to  20  from  where  it  is  today,  at  42.5,  would  cause 
the  stock  market  to  collapse.  The  stock  market  will  collapse  if  we 
don't  do  something  about  lowering  the  cost  of  capital  and  indexing 
capital  gains.  I  really  need  to  see  the  report.  I  cannot 

Ms.  Velaquez.  Here  I  have  it 

Mr.  Kemp.  What  were  their  assumptions? 

Ms.  Velaquez.  That  if  the  flat  tax  rate  is  above  20  percent,  the 
stock  market  shall  fall  by  about  30  percent,  and  I  wanted  to,  for 
the  record 
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Mr.  Kemp.  Could  I  have  that  xeroxed  and  handed  to  us?  We'd 
like  to — I'll  give  you  a  more  academic  answer.  I  think  that  was 
probably  the  Unibomber  that  said  that. 

Mr.  Paris.  I  think  it  was  a  typo  that's 

Ms.  Velaquez.  Well,  it  was  Jane — Senior  Specialist  in  Economic 
Policy,  Economics  Division  of 

Mr.  Kemp.  I  don't  mean  to  make  fun  of  your  question.  That's  the 
most  incredible  research  I  have  ever  seen  in  my  life.  Every  time  we 
cut  tax  rates,  from  Coolidge  to  Kennedy  to  Reagan — when  I  came 
to  Congress,  Congresswoman,  the  stock  market  was  at  730.  When 
we  cut  tax  rates  it  was  790  in  1981.  Do  you  know  what  it  is  today? 
5,672 — 5,672,  and  if  it  had  been  as  high  today  as  it  was  under  John 
F.  Kennedy,  1962  dollars  it  would  be  8,000.  We  are  operating  at 
less  than  our  capacity,  and  it's  because  of  what  Paris  testified  to 
in  terms  of  the  cost  of  doing  business  in  America. 

Ms.  Velaquez.  Maybe  we  should  have  her  to  come  before  this 
Committee  and  testify.  Yes.  Mr.  Paris 

Chair  Meyers.  With  your  permission,  we'll  find  out  who  did  that 
report  and  make  sure  that  the  members  of  the  panel  get  a  copy  of 
it. 

Ms.  Vei^quez.  Sure.  Mr.  Paris.  The  joint  hearing  with  the  Sen- 
ate Committee  on  Small  Business  in  October,  I  asked  Mr.  Jere 
Glover,  of  the  Small  Business  Administration  if  he  thought  a  flat 
tax  would  be  easier  on  small  business.  He  answered  that  it  cer- 
tainly would  be  more  costly.  They  did  a  study  that  showed  at  a  flat 
tax  rate  of  17  percent,  68  percent  of  small  businesses  will  actually 
have  their  taxes  go  up.  Is  Mr.  Glover  correct,  and  do  you  have  any 
comment  on  that? 

Mr.  Paris.  I  happen  to  have  a  copy  of  a  June  26th  letter  to  the 
Honorable  Linda  Smith  from  Mr.  Glover,  responding  to  the  fact 
that  the  numbers  he  was  using  was  from  a  model  done  from  1986, 
and  says,  "Indeed,  this  model  is  like  trying  to  compare  apples  and 
oranges."  Basically  he  said  that  "what  he  had  testified  about 
seemed  to  be  flawed." 

What  I  think  Mr.  Glover  was  addressing  in  his  remarks,  and  I've 
read  a  copy  of  his  remarks  and  testimony  because  I  was  very  sur- 
prised that  he  would  say  that,  is  that  you  cannot  say  that  a  flat 
tax  would  hurt — you  cannot  say  that  a  flat  tax  would  hurt  a  small 
business  until  you  tell  me  what  a  flat  tax  is. 

If  you  tell  me  that  a  car  is  too  expensive,  you  have  to  first  tell 
me  how  much  the  car  costs,  and  what  kind  of  car  are  you  talking 
about?  So,  to  say  that  a  flat  tax  would  be  too  expensive — what  flat 
tax  are  you  talking  about?  What  are  the  deductions,  what  are  the 
personal  exemptions,  what  are  the  rates,  what's  covered,  what's  not 
covered,  when  do  you  pay,  is  it  on  a  cash  basis? 

There  are  so  many  intricacies  of  what  you  can  do,  that  I  think 
that  Mr.  Glover  is  an  advocate  for  small  business,  as  a  Government 
employee,  is  trying  to  present  the  best  of  what  he  knows  at  the 
time  he  made  the  testimony.  But  I  kind  of  find  it  interesting  that 
the  letter  back  to  Congresswoman  Smith,  basically  said  that,  "what 
I  testified  about,  I  checked  out  and  that  really  may  not  be  true." 

The  point  about  it  is  not  whether  we  think  that's  true  or  not,  it's 
just  that  we  just  don't  have  enough  information. 
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Ms.  Velaquez.  That's  why  it's  so  important  that,  Madam  Chair, 
that  we  bring  all  these  witnesses  before  our  Small  Business  Com- 
mittee, so  we  can  hear  both  sides.  We  had  another  witness.  Dr. 
Richard  Rand  of  the  Business  Leadership  Counsel,  testify  about  an 
even  more  alarming  finding.  He  said  that  a  typical,  small  service 
sector  business,  will  end  up  paying  more  in  taxes  if  the  tax  rate 
were  any  more  than  15  percent.  How  likely  it  is  that  the  single- 
tax  rate,  on  their  tax  reform,  will  be  15  percent  or  less? 

Mr.  Paris.  Well,  I'd  need  to  know  how  many  children  that  person 
has,  I  need  to  know  if  they  have  dividend  income  and  how  much 
that  is.  I  would  need  to  know  what  kind  of  expenses  they  would 
be  having  that  year.  If  you  had  put  expenses  on  the  same  year  you 
purchased  equipment,  I  d  need  to  know  a  whole  litany  of  things. 

We  tried  to  run  models  just  like  you're  saying,  because  our  aver- 
age member  makes  $42,000  a  year.  So,  they're  very  concerned 
about  it  because  they  know  if  it  favors  the  wealthy,  they  know 
they're  not  that  definition.  They  know  they'd  like  to  be  sometime, 
but  they  aren't.  So  they're  concerned  about  the  equality. 

What  we've  seen  is,  it  depends  on  how  you  tweak  it,  how  you  ar- 
range it,  how  you  set  it  up,  and  who  you're  giving  the  deductions 
and  for  what.  You  help  this  person,  you  hurt  that  person.  The  key 
thing  we've  found  is  if  you  don't  reduce  the  amount  of  money  you 
spend,  whoever  gets  helped  will  be  balanced  by  somebody  that  gets 
hurt.  So,  therefore,  let's  reduce  the  total  cost  in  the  first  place,  then 
we  can  have  everybody  win.  Right  now,  if  we  have  some  win,  we'll 
have  some  lose.  The  people  who  lose  will  be  a  lot  more  upset  than 
the  people  who  win. 

Mr.  Kemp.  Could  I  add  a  point  to  this?  Right  now  the  tax  rate 
on  corporations — incorporated  businesses,  is  30 — I  think  34  per- 
cent; right?  Is  it  34? 

Mr.  Paris.  30— well,  I  think  it  was  36. 

Mr.  Kemp.  The  tax  on 

Chair  Meyers.  Well,  with  it  at  39 

Mr.  Kemp.  No.  That's  on  personal  income,  39.6. 

Chair  Meyers.  That's  right. 

Mr.  Kemp.  Then  they  lifted  the  cap  on  Medicare  and  that  takes 
it  to  42. 

Mr.  Paris.  So,  many  of  our  people,  what  they  pay  personally  is 
what  they  focus  on. 

Mr.  Kemp.  That's  my  point. 

Ms.  Velaquez.  But  obviously 

Mr.  Kemp.  Could  I  make  one  more  point?  We  were  in  Harlem 
where  Charlie  Rangle  helped  us  to  set  up  a  meeting.  A  young  en- 
trepreneur by  the  name  of  Van  Woods  came  before  our  Committee. 
He  owns  Sylvia's  Soul  Pood  Company  in — a  restaurant  in  Harlem. 
He  wants  to  export.  His  mother  and  he  started  the  business.  A  long 
story  short,  he  said  the  cost  of  capital  is  so  high  for  his  business. 
If  it  were  lower,  he  could  hire  double  the  amount  of  people  at  Syl- 
via's. I  said,  "How  many  do  you  employ?"  He  said,  "60,"  and 
that's — if  he  hired  another  60,  that's  120;  and  if  you  expanded  that 
by  the  19 — how  many  small  businesses  are  there  in  America?  19 
million? 

Mr.  Paris.  That  depends  on  how  you  define  small  business,  but 
if  you  follow  tax  returns,  it's  right  at  9  million. 
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Mr.  Kemp.  Nine  million.  So,  if  9  million  businesses  each  hired 
one  or  two  more  people,  unemployment  would  drop  to  about  2  per- 
cent. I  think 

Mr.  Paris.  We'd  just  like  to  see  our  membership  of  600,000  hire 
one  new  person  for  each  business. 

Mr.  Kemp.  Yes. 

Mr.  Paris.  If  you've  got  600,000  new  jobs,  that's 

Mr.  Kemp.  The  cost  of  capital. 

Ms.  Peterson.  I  would  like  to  comment  on  the  statistics  that  you 
have  just  cited,  if  I  may,  because  the  point  that  you  have  made  pre- 
cisely proves  the  point  that  I  was  making  in  my  testimony. 

Millions  of  Americans  believe  that  others  don't  pay  their  fair 
share  of  tax,  and  what  you  have  just  said  proves  the  point.  The 
very  idea  that  businesses  can  avoid  paying  tax  by  finding  loopholes 
to  hide  in  is  one  of  the  reasons  that  we  need  a  tax  that  levels  the 
playing  field  for  everybody. 

I  have  to  tell  you  the  following  story.  I  was  once  on  a  panel  with 
the  senior  vice  president  for  taxes  of  one  of  the  largest  corporations 
in  the  United  States,  and  he  cited  a  study,  that  they  had  done  by 
a  large  accounting  firm,  saying  that  big  business  should  oppose  the 
flat  tax  because  it  would  increase  their  average  tax  rate  from  11 
percent  to  17  percent.  I  said  Exhibit  A  for  tax  reform.  That  is  ex- 
actly what  the  American  people  object  to.  That  is  precisely  why  we 
need  to  eliminate  all  of  the  places  where  people  can  hide. 

Ms.  Velaquez.  Madam  Chair,  I  just  have  one  question  for  Mr. 
Paris. 

Chair  Meyers.  Yes. 

Ms.  Velaquez.  Just  a  simple  one.  Would  you  support  an  increase 
in  minimum  wage  that  is  tied  to  a  reduction  in  capital  gains? 

Mr.  Paris.  No. 

Ms.  Velaquez.  OK. 

Mr.  Kemp.  I  would. 

Mr.  Paris.  Our  members  are  pretty  solid  on  that  record.  They're 
pretty  solid  about  the  whole  thing.  It  is  not  the  Government's  busi- 
ness, especially  to  try  to  tell  a  small  business  owner  in  Peoria  what 
the  starting  wage  should  be  and  the  same  thing  in  New  York  City 
what  the  starting  wage  would  be. 

I  would  bet  the  starting  wage  in  your  district  and  the  starting 
wage  in  Zach  Wamp's  district  might  be — might  need  to  be  a  bit  dif- 
ferent. 

Chair  Meyers.  All  right.  Ms.  Kelly.  May  I  say  that  we  have  a 
copy  of  the  CRS  flat-tax  report,  which  we've  copied  for  you  I  would 
appreciate  it  if  those  of  you  who  are  here  today,  could  respond  to 
it  in  writing  concerning  your  thoughts  on  this  report. 

Mr.  Kemi'.  We  will.  Madam  Chair. 

Chair  Meyers.  It  sounds  to  me  as  if  it's  erroneous.  In  the  first 
place,  you  can't  make  a  blanket  statement  like  that  about  a  flat  tax 
until  you  know  how  much  income  is  exempted  up  front  from  the 
taxable  income.  You  can't  do  it  unless  you  know  about  a  lot  of  the 
rules  and  the  parameters  that  Mr.  Paris  just  talked  about.  So,  I'm 
a  little  puzzled  too. 

Mr.  Kemp.  We'll  have  an  answer.  But  just  for  the  moment, 
there's  never  been  a  case  in  recorded  human  history  where  lower- 
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ing  tax  rates  on  investment  and  savings,  caused  a  reduction  in  the 
price  of  stock. 

Mr.  Paris.  This  reminds  me  of  a  survey  that  was  done  by  two 
friends  of  Secretary  Reich  in  Pennsylvania  and  New  Jersey  that 
said  that  if  you  raise  minimum  wage,  it  causes  more  jobs.  This 
makes  about  this  much — it  reminds  me  of  that. 

Mr.  Kemp.  Wet  streets  cause  rain. 

Mr.  Paris.  Yes. 

Chair  Meyers.  Ms.  Kelly. 

Ms.  Kelly.  Thank  you  Madam  Chair.  I  am  very  grateful  that 
you  all  have  done  the  work  that  you've  done,  because  we  have  to 
have  dispassionate  people  having  a  look  at  this  tax  structure.  I 
think  there  isn't  a  person  in  America  that  wouldn't  like  to  see  the 
tax  structure  changed,  and  everybody  would  like  to  see  something 
that  looks  more  fair,  that  feels  more  fair  and  that  seems  to — I  don't 
think  people  mind  paying  a  tax  so  much  as  they  mind  feeling  that 
the  guy  next  door  has  a  bunch  of  loopholes  that  they  haven't  fig- 
ured out  yet. 

Jack,  I  have  to  compliment  you.  I  met  you  in  the  1970's  in  New 
York.  You  talk  even  faster  than  you  did  then. 

Mr.  Kemp.  I'm  up  to  300  words  a  minute.  I'm  approaching 

Ms.  Kelly.  You've  got  the  Evelyne  Woods  school  of  speech. 

Mr.  Kemp.  No.  I'm  approaching  Hubert  Humphrey  in  that 

Chair  Meyers.  I  think  that's  all  New  Yorkers,  Sue. 

Ms.  Kelly.  We  all  talk  fast,  but  Jack's  getting  an  edge  on  us  all. 

I  just  want  to  bring  up  a  couple  of  things.  I  haven't  heard  any- 
body talk  about  the  deductibility  of  health  insurance,  which  I  feel 
is  one  of  the  most  unfair  areas  of  the  tax  code.  I've  got  a  bill  that 
I've  sponsored  on  that,  and  I  wonder — I'm  sure  you  must  have 
talked — heard  testimony  on  that,  but  I  don't  see  anything  here. 
Anybody  want  to  answer  that  one? 

Mr.  Kemp.  Well,  we  discussed  it.  The  executive  director  of  our 
Tax  Reform  Commission,  Sue,  was  Grace  Marie  Arnett,  who  was 
the  executive  director  of  the  health  care  task  force  of  most  of  the 
think  tanks  in  Washington  on  the  center  to  the  right,  admittedly, 
who  believe  in  private  enterprise  and  not  turning  over  the  health 
care  industry,  14  percent  of  our  Gross  National  Product,  to  the 
Pederal  Government,  that  did  such  a  great  job  with  the  post  office 
and  the  railroads.  Having  said  that  I — in  the  current  situation,  I 
would  favor  the  full  deductibility  of  the  cost  of  health  care  to  the 
employee,  as  well  as  the  employer,  on  the  premise  that  people 
would  own  their  own  policy.  You  would  solve  the  portability  prob- 
lem overnight.  Besides  when  people  own  something,  I  found  out  at 
HUD,  they  treat  it  differently  than  when  they  don't.  I  defy  anybody 
to  tell  me  that  those  who  own  things  treat  property  differently — 
or  don't  treat  it  differently  when  they  don't  own  it. 

So,  ownership  is  essential,  A  or  B;  it  solves  portability.  It  would 
bring  competition  in  the  marketplace.  The  consumer  would  behave 
differently,  and  it  would  bring  cost  down  in  the  public  and  private 
sector.  Having  said  that,  we  didn't  touch  the  issue,  because,  frank- 
ly, going  to  this  system  is  so  unique,  that  in  our  opinion — in  our 
opinion,  despite  the  contrary  opinion  of  the  Congressional  Research 
Service,  or  the  unibomber,  or  whoever  did  it. 
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In  our  opinion,  wages  would  rise,  according  to  Dale  Jergenson, 
the  Dean  of  the  School  of  Economics  at  Harvard  University,  and  I 
seldom  quote  Ivy  League  college  Economic  Departments,  but  he 
said  that  if  this  nappened,  the  economy  would  grow  by  25  percent, 
wages,  real  wages,  after  inflation  would  grow  by  30  percent.  People 
would  have  more  money,  more  jobs.  They  could  begin  to  purchase 
health  insurance  in  the  marketplace. 

Ms.  Kelly.  OK.  Thank  you. 

Mr.  Paris.  May  I  make  a  quick  response  on  that? 

Ms.  Kelly.  Yes. 

Mr.  Paris.  You  just  touched  on  a  real  nerve  for  the  entrepreneur, 
because  we  don't  understand.  If  everybody  says  small  business  is 
so  important,  entrepreneurs  are  so  important,  why  do  we  get  the 
25  to  30  percent  deductibility  and  the  corporations  get  100  percent 
deductibility?  I  mean,  either  give  it  100  percent  across  the  board, 
or  let's  just  don't  have  it. 

I  mean,  let's  don't  use  the  tax  code  to  cause  people  to  buy  or  not 
buy  things.  We  think  the  tax  code  has  become  a  political  tool  to 
have  this  messianic  look  from  Washington  that  I'm  going  to  give 
you  something  free.  The  tax  code  is  replete  with  people  thinking 
they're  getting  something  to  get  even  with  all  these  other  people. 

The  whole  thing  of  health  care  deductibility,  the  individual  own- 
ership that  Jack's  talking  about  is  key.  You  own  it  and  you  pay  for 
it,  you  use  it  differently.  We  all  know  that,  it's  human  nature.  How 
do  we  get  there  thougn?  That's  one  of  our  big  dilemmas  is  how  do 
you  get  from  where  you  are  to  there?  Because  we  got  enough  prob- 
lem with  people  who  don't  have  health  care  coverage  as  it  is.  We 
talked  about  it,  but  we  didn't  come  to  any  conclusions  about  it.  It's 
another  one  of  those  things  that  has  to  be  discussed. 

Ms.  Kelly.  Thank  you  very  much.  My  husband  owns  a  small 
business.  I'm  a  small  Dusinesswoman.  My  son  is  a  small  business- 
man. So,  we  know  exactly  what  you're  talking  about. 

That  brings  me  to  another  question,  and  that's  the  sales  tax 
that's  being  talked  about.  There  are  areas  of  the  sales  tax  that  I 
wonder  whether,  again,  you  looked  at.  Everything  doesn't  nec- 
essarily have  to  be  purchased  within  the  confines  of  the  United 
States  of  America.  I  am  concerned  that  if  we  look  at  the  sales  tax 
as  the  one  tax  that  we're  talking  about,  whether  or  not  that  is 
going  to  be  quite  as  beneficial  to  us  and  make  us  enough  money 
or  the  Government  to  run,  as  people  seem  to  have  thought  through. 
I  may  not  have  thought — I  don't  know.  Did  you  look  at  the  effect 
of  a  sales  tax  there  at  all? 

Mr.  Kemp.  You're  correct.  I  believe  in  your  assumption.  I  don't 
want  to  testify  against  anything  that  would  reform  the  code,  be- 
cause we  were  testifying  on  behalf  of  what  we  think  would  be  a 
better  single  rate  income  tax  code  for  America  that  wouldn't  punish 
consumption  or  production,  or  savings  for  that  matter. 

But  one  of  the  things  that  you'll  get  in  many  cities  or  States  or 
countries  with  large  sales  taxes  or  large  sales  tax  burden  or  burden 
on  consumption,  is  the  line:  I  can  get  it  for  you  wholesale. 

Ms.  Kelly.  Exactly. 

Mr.  Kemp.  Or  I  can  get  it  for  you 

Ms.  Kelly.  Or  you  can  buy  it  at  a  fiea  market  because  it  hopped 
off  a  truck  somewhere. 
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Mr.  Kemp.  Yes.  So,  I  think  there's  a  lot  of  merit  to  what  Bill  Ar- 
cher has  talked  about,  and  my  friend  Dick  Chrysler,  and  I'm  sure 
Roscoe  Bartlett.  But  I  think  the  complexity  is  not — the  complexity 
of  the  code  could  be  solved  several  ways,  and  I  believe  it  is  fair  to 
go  to  a  single-rate  system  on  income  but  once. 

Ms.  Kelly.  I  have  one  more  question.  That  is,  in  our  area,  in  the 
Northeast,  the  credit  crunch  has  hit  enormously  hard.  Small  busi- 
nesses, in  order  to  have  access  to  any  kind  of  capital  to  expand,  I 
found  that  people  who  I  know  are  maxing  out— they'll  take  any 
credit  card  anybody  will  give  them  and  max  out  on  the  credit  card, 
and  they're  putting  that  money  in  the  businesses.  It's  not  bad 
money,  they're  paying  it  back,  but,  again,  you,  I  assume,  have 
heard  testimony  from  people  like  that  and  have  some  ideas  on  how 
we  can  help  them  get  access  through 

Mr.  Paris.  Yes.  One  of  the  things  we  heard,  not  only  through  the 
Kemp  Commission,  but  stepping  outside  of  the  Commission  itself, 
is  that  when  the  White  House  Conference  on  Small  Business  was 
holding  hearings  around  the  country,  and  we  were  very  involved — 
about  a  third  of  those  people  were  NFIB  members.  All  access  to 
capital,  when  you  get  to  the  Northeast,  that's  Topic  one,  two,  and 
three. 

You  get  outside  of  the  Northeast,  and  it  falls  off  the  chart.  The 
Northeast,  obviously,  to  small  business,  has  been  the  toughest 
place  to  deal  with  banks.  I  am  a  recovering  banker,  myself. 

Mr.  Kemp.  Did  you  go  to  the  Betty  Ford  Clinic? 

Mr.  Paris.  The  Pord  Banking  School.  But,  obviously,  lending 
money  is  a  partnership.  Banks,  in  the  past,  have  loaned  money  be- 
cause they  knew  who  they  were  talking  to.  They  knew  who  was 
going  to  pay  that  loan,  and  that's  the  basis  on  which  we  do  busi- 
ness, which  is  one  of  the  reasons  I  left  the  banking  business,  be- 
cause it  changed.  It  said,  whether  you  feel  this  person  will  pay  you 
back  or  not  is  not  important.  What  do  the  numbers  say?  Well,  the 
numbers  said  a  lot  of  things. 

Por  us,  the  whole  access  to  capital  markets  has  to  first  of  all — 
somebody's  got  to  have  capital  in  the  first  place;  and  second  is, 
they've  got  to  believe  that  to  invest  it  in  your  business  is  a  better 
place  to  put  it  than  other  places.  This  has  to  do  with  tax  reform. 
It's  a  huge  difference  for  us,  Cong^-esswoman. 

Ms.  Kelly.  This  is  one  of  the  reasons  I  see  the  reduction  in  cap- 
ital gains  as  being  essential. 

Mr.  Kemp.  I  don't  think  people 

Mr.  Paris.  The  reduction  in  capital  gains  is  good  for  a  small 
business  owner,  but  it's  even  more  important  for  the  people,  small 
business  owners,  to  go  to  get  money  to  put  in  their  business. 

Mr.  Kemp.  It  would  liquefy  the  markets.  There  is  a  shortage  of 
capital  in  America,  and  in  my  opinion.  Madam  Chair,  all 
progress — all  growth  is  the  result  of  encouraging  risk  taking  and 
investment.  The  riskiest  business  in  America  is  what  Paris  rep- 
resents, the  small  businessmen  and  women  and  farmers  of  this 
country;  and  they  are  the  ones  who  are  losing  out.  Thus,  we're 
hurting  the  whole  social  fabric  of  our  country.  Because  if  you're 
poor — and  when  I  talk  about  access  to  capital  and  credit,  I  mean 
Blacks,  women,  Hispanics,  Asians,  immigrant,  folks  who  don't  have 
access  to  that  credit  union  or  that  family  seed  corn  or — and  our 


34 

markets  are  not  liquefied  in  that.  That  $7  trillion  of  capital  is 
locked  up  in  a  system  which  says,  if  you  sell  something  you  are 
punished;  but  if  you  borrow  something,  you  are  subsidized. 

We  subsidize  borrowing  by  letting  it — the  interest  on  debt  is  de- 
ductible, but  if  you  sell  an  asset  that  you've  held  for  longer  than 
6  or  7  years  in  this  country,  you  have  a  60  to  70  percent  marginal 
tax  rate.  So,  people  don't  sell.  So,  who  has  to  sell?  Mom  and  pop 
to  send  their  kids  to  college  or  to  retire  or  to  buy  health  insurance. 
They're  the  ones  that  are  punished. 

The  men  and  woman,  most  of  whom  are  white — I  mean,  I  think 
part  of  the  tension  on  the  Million  Man  March  was  a  million  men 
of  color  standing  on  the  mall  without  the  same  chance  of  getting 
access  to  the  ladder  of  opportunity,  that  we  take  for  granted  is 
being  snuffed  out  because  this  svstem  is  not  working.  The  top  of 
the  pyramid  is  doing  dam  well,  but  it  isn't  flowing  out  into  those 
riskier,  smaller,  more  adventuresome  enterprises. 

Mr.  Faris.  Our  response.  Jack,  to  that  million  person  march  was 
to  move  the  first  rung  on  the  ladder  up  a  littler  further.  So,  it  will 
be  a  little  tougher  to  get  that  first  job,  to  get  that  first  opportunity. 
Again,  I  have  gone  back  into  the  minimum  wage  issue. 

Mr.  Kemp.  Well,  I  would  say  the  President  wants  to  raise  capital 
gains  taxes.  Did  you  know  that  we're  talking  about  lowering  them? 
He's  talking  about  raising  them.  It's  unbelievable.  It's  inconceivable 
to  me  that  any  President  of  the  United  States  who's  watched  Ken- 
nedy and  Reagan  in  the  last  40  years,  would  say  we  should  raise 
capital  gains  taxes. 

Ms.  Kelly.  Well,  I'm  on  record  as  to  zeroing  them  out,  so — I 
thank  you  for — you  very  much  for  your  testimony. 

Chair  MEYERS.  Thank  you,  Ms.  Kelly.  Mr.  Poshard. 

Mr.  Poshard.  Thank  you  Madam  Chairman.  Let  me  first  of  all 
thank  the  folks  who  are  here,  for  staying  around  all  this  time;  and 
also  thank  you  for  the  contribution  that  you've  made  to  this  debate, 
with  respect  to  taxes  in  this  country.  I  very  much  appreciate  it. 

I  have  some  concerns  about  the  Commissions'  report,  and  I  don't 
want  to — you've  already  answered  them,  basically,  in  other  people's 
questions  on  the  deficit  reduction.  Whether  we're  going  to  have  rev- 
enue neutral  as  a  result  of  your  single  tax  rate  and  so  on. 

Did  I  hear  you  say  that  families  making  under  $36,000  a  year 
would  not  have  any  taxes  under  this  proposal? 

Mr.  Kemp.  No  Federal  income  tax.  They  would  still  pay  the  pay- 
roll. 

Mr.  Poshard.  Why  would  somebody  making  $36,000  a  year  not 
have  a  responsibility  to  pay  some  kind  of  taxes; 

Mr.  Faris.  Excuse  me,  but  that  was  Jack  Kemp  speaking  as  an 
individual. 

Mr.  Poshard.  I  understand,  OK 

Mr.  Faris.  The  Commission  didn't  put  any  amounts  of 
money- 


Mr.  Poshard.  OK. 

Mr.  Faris.  We  didn't  put  any  amounts  of  money  on  anything. 

Mr.  Kemp.  Except  generous  exemptions. 

Mr.  Faris.  We  said  generous  exemption. 

Mr.  PosHAi^D.  OK  Let  me  say  this 

Mr.  Kemp.  Could  I — you  want  an  answer? 
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Mr.  PosHARD.  Yes.  Pretty  quickly,  if  I  could- 


Mr.  Kemp.  Thank  you.  I  appreciate  that.  In  1946,  when  the  ex- 
emption was  put  in  by  Harry  Truman  and  Senator  Robert  A.  Taft, 
Chairman  of  the  Ways  and  Means  Committee — or  Senate  Finance 
Committee  from  Ohio,  it  was  $600  per  child.  If  you  had  indexed 
that  for  inflation,  it  would  be  worth  $7,000  today.  The  family  is  the 
most  overtaxed  institution  in  the  United  States  of  America,  Con- 
gressman. So,  we  just,  basically,  said — and  Jack  Paris  was  right, 
I  was  speaking  for  myself 

Mr.  POSHARD.  OK 

Mr.  Kemp.  But  a  generous  exemption  at  least  says  to  a  working 
mother,  who  works  her  way  off  of  welfare;  or  an  unemployed  fa- 
ther, who  wants  to  get  off  or  unemployment,  that  the  rate  of'^return 
for  going  to  work  should  be  higher  than  the  rate  of  return  for  not 
going  to  work.  Right  now,  we  pay  people  for  not  working,  and  we 
tax  tnem  for  working.  Is  it  any  wonder  we  get  less  work  and  more 
welfare. 

Mr.  PosHARD.  I  understand  that. 

Mr.  Kemp.  So,  figure  out  where  it  is,  and  then  I'll  come  to  a  con- 
clusion. 

Mr.  PosHARD.  I  understand  that  consideration,  I  really  do.  I 
guess 

Mr.  Kemp.  They  do  pay  tax.  Congressman.  They  are  taxed  to 
death. 

Mr.  PosHARD.  I  want  to  just  deal  with  that  for  a  moment.  I  un- 
derstand the  simplicity  versus  the  complexity  argument,  and  I 
agree  with  you.  In  fact,  I  agree  with  your  Commission  report  more 
on  that  than  I  do  anything  else.  I  understand  how  difficult  the  laws 
are,  and  how  difficult  it  is  to  file.  I  would  love  to  see  reform  in  that 
area. 

But  I  just  want  to,  because  I'm  interested  in  this,  I  want  to  share 
something  with  you,  if  Madam  Chairman  you  would  allow  me  for 
a  few  minutes  here.  Since  we've  gone  this  far  anyway — if  I  may  run 
over,  I  ask  your  indulgence. 

We  worked  for  about  6  months,  on  our  staff,  with  the  Congres- 
sional Budget  Office  to  look  at  taxes  from  a  different  side,  which 
no  one  seems  to  be  addressing.  I  hear,  as  my  good  colleague  from 
Maryland  stated  a  few  moments  ago,  that  the  average  American 
family  now  works  to  July  something.  Gosh,  I  hate  hearing  stuff  like 
that.  That  is  just  so  much  demagoguery,  pardon  me  for  being  un- 
civil in  my  approach  to  that,  but  that's  like  saying  that  we  get — 
first  of  all,  we  don't  work  to  July  7th  for  our  taxes,  but  even  if  we 
accept  the  notion  that  we  work  until  May  7th  or  whatever;  it's  al- 
most like  saying  we  get  nothing  for  that,  for  what  we're  paying  in 
for  working  4  months  of  the  year  or  3  months  of  the  year  and  pay- 
ing our  taxes.  I  want  to  deal  with  that  side  of  it  for  just  a  moment. 

We  worked  with  CBO  in  looking  at  5  quintals  of  family  income 
here  and  what  the  average  family  tax  rate,  in  terms  of  Federal 
taxes,  amounts  to  in  this  country.  We've  been  doing  this  for  a  long 
time,  and  you  can  check  our  figures  with  the  Congressional  Budget 
Office  and  so  on. 

Mr.  Ki^:mp.  Could  we  have  a  copy  of  it? 

Mr.  PosHARD.  Certainly.  I'll  provide  anybody  a  copy. 

Mr.  Kemp.  Yes.  We'd  like  one. 
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Mr.  PosHARD.  The  average  tax  rates  here  include  Federal  income 
tax,  Medicare  tax,  Social  Security  tax,  corporate  income  tax,  the 
State  and  gift  taxes,  and  excise  taxes — all  the  excise  taxes,  such  as 
Federal,  airlines,  gasoline  taxes  and  so  on. 

Now,  the  first  quintal,  which  is  a  family  making  $8,500  a  year, 
pays  an  average  of  5.1  percent  in  all  of  these  taxes.  The  second 
quintal  is  a  family  income  of  $20,500  a  year,  and  they  pay  an  aver- 
age of  14.9  percent  total  of  all  these  things,  of  their  income.  The 
third  quintal  is  a  family  making  $33,500  a  year,  and  they  pay  an 
average  of  19.4  percent.  The  fourth  quintal  is  a  family  making 
$49,000  per  year — ^family  income,  and  they  pay  an  average  of  22.2 
percent.  The  highest  quintal  that  we  looked  at  is  a  family  making 
an  average  of  $111,500  a  year  and  they  pay  an  average  of  27.7  per- 
cent, or  about  $30,885.  Now,  that's  what  CBO  has  come  up  on 
those  five  quintals. 

Mr.  Kemp.  Right. 

Mr.  PosHARD.  All  right.  Now,  what  we've  done  is  we've  taken 
those  figures,  and  we've  gone  through  the  entire  Federal  budget. 
We  have  broken  those  family  tax  rates  down,  and  the  total  amount 
of  taxes  down,  into  each  function  of  the  Federal  Government.  This 
sheet  has  those  major  functions,  and  then  each  succeeding  sheet 
here,  breaks  these  major  functions  down  into  each  line  item  in  the 
Federal  budget,  under  these  major  functions. 

Mr.  Kemp.  Right. 

Mr.  PosHARD.  So,  just  let  me  give  you  a  for  instance.  51  per- 
cent— a  little  over  51  percent  of  any  family's  taxes  paid  into  this 
country  goes  for  three  things:  Social  Security,  National  Defense, 
and  Medicare.  Now,  that's  51  percent  of  everything  we  pay  into  the 
Government. 

Now,  Social  Security  for  the  present  retired  generation,  they're 
going  to  get  back  almost  twice  as  much  as  they  pay  in,  if  they  live 
an  average  lifetime. 

Mr.  Kemp.  Adjusted  for  inflation? 

Mr.  PosHARD.  Well,  I'm  not  going  to  adjust  for  inflation,  but  you 
can  argue  that  one  way  or  the  other.  I've  heard  it  argued  many  dif- 
ferent ways. 

Mr.  Kemp.  OK.  I'm  not  arguing. 

Mr.  PosHARD.  No,  I  know,  but  all  I  can  tell  you  is  what  we're 
told  right  now  is  that  the  average  Social  Security  recipient  will  get 
back  everything  they  pay  in  the  34th  month  of  retirement.  The  av- 
erage male  lives  7.2  years  past  retirement  and  the  average  female 
11.5  vears  past  the  time  they  can  draw  Social  Security.  OK  Na- 
tional Defense 

Mr.  Kemp.  Are  you  making  a  case  that  it's  a  good  deal?  I'm  not 
arguing. 

Mr.  PosHARD.  What  I'm  saying  is — I'm  just  making  a  case  for 
this.  That  no  one  wants  to  talk  about  the  other  side  of  this,  about 
what  we're  actually  getting  for  the  taxes  we  pay, 

Mr.  Kemp.  Yes. 

Mr.  PosHARD.  I  looked  at  that  survey  that  was  done  last  year. 
Madam  Chairman,  where  they  asked  3,000  American  citizens: 
What  do  you  think  the  American  Government's  breakdown  on  the 
budget  is  for  foreign  aide?  How  much  of  your  tax  dollar  goes  to  for- 
eign aide?  What  they  said  was  30  percent. 
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Mr.  Kemp.  Yes.  It's  less  than  1  percent. 

Mr.  PosHARD.  Yes,  sir.  The  average  American  citizen  has  no  idea 
what  their  taxes  are  even  buying  for  them. 

Mr.  Kemp.  They  do  now,  thanks  to  you. 

Mr.  PosHARD.  I  think  this  is  important,  Mr.  Kemp. 

Mr.  Kemp.  I  think  it  is  too. 

Mr.  PosHARD.  I  really  do. 

Mr.  Kemp.  I  do  too. 

Mr.  PosHARD.  Now,  we  can 

Mr.  Paris.  I'd  like  to  use  that  chart  in  our  publications. 

Mr.  PosHARD.  Will  you?  Because  really — and  all  I'm  saying  is  it's 
important  for  the  people  to  know.  Now,  you  argue  that  we  can  do 
more  with  less.  I'm  saying  if  we  can,  let's  find  that  way. 

Mr.  Kemp.  More  with  less? 

Mr.  PosHARD.  More  with  less  tax  rates  for  the  American  family, 
and  so  on. 

Mr.  Kemp.  We'll  get  more  revenue  with  lower  rates. 

Mr.  PosHARD.  Right.  If  that's  what  you  suggest 

Mr.  Kemp.  That  was  my  opening  premise. 

Mr.  PosHARD.  No  one  can  oppose  that. 

Mr.  Kemp.  Thank  you. 

Mr.  PosHARD.  But  what  I'm  saying  is  if  you  look  at  people  mak- 
ing $49,000  a  year,  paying  $1,900  of  their  $10,000  that  they  pay 
in  taxes,  $1,900  of  Defense,  that's  not  a  whole  lot  to  ask  to  defend 
this  country  for  a  family  making  $49,000  a  year. 

Mr.  Kemp.  Could  I  make  a  point? 

Mr.  PosHARD.  May  I  go  on,  just  to  use  a  couple  more  things.  I'm 
going  to  take  the  Committee  on  which  I  sit,  which  is  the  Transpor- 
tation Committee.  For  a  family  making  $49,000  a  year,  this  year 
they  pay  $384  in  taxes  to  support  the  transportation  system  in  this 
country.  They  paid  a  hundred — I'm  sorry.  I'm  sorry.  I've  got  the 
education.  Transportation;  they  paid  $271.99  in  taxes  to  support 
the  transportation  system  in  this  country;  $174  for  ground  trans- 
portation, $70  for  air  transportation,  $26  for  water  transportation, 
and  $1.08  for  everything  else.  Mr.  Kemp,  that  is  a  bargain  beyond 
which  any  country  anywhere  else  in  the  world  can  possible  give 
their  taxpayers. 

Mr.  Kemp.  Let  me  make  a 

Mr.  PosHARD.  I  mean 

Mr.  Kemp.  You're  making  an  outstanding  point.  Could  we  have 
a  shot  at  this? 

Mr.  PosHARD.  Yes,  please.  I  mean,  I  would  love  to  go  through  all 
of  this  — 

Mr.  Kemp.  No,  I  know  you  would. 

Mr.  PosHARD.  Because,  it's  broken  down  totally.  It  shows  every 
American  citizen  what  they're  paying  for  what  their  Government 
gives  a  lot  of  what  we  pay  in  our  taxes 

Mr.  Kemi\  I'm  sorry,  it's  12:30. 

Mr.  PosHARD.  I  understand.  I'm  sorry. 

Mr.  Kemp.  Do  you  have  to  go? 

Mr.  PosHARD.  No. 

Mr.  Kemi'.  He's  got  to  go. 

Mr.  PosHARD.  I'm 
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Mr.  Kemp.  I  want  Linda  Smith  to  have  a  shot,  and  I'm  not  even 
the  Chair.  I  want  to  respect  your  opinion,  A  or  B;  I  want  to  remind 
you  that  when  we  started,  on  behalf  of  Paris,  Kemp,  Peterson,  and 
the  whole  Commission;  we  said,  "The  purpose  of  taxation  is  to  raise 
revenue  for  legitimate  spending  of  the  Government,  for  people's 
needs  that  they  cannot  perform  for  themselves."  We  agree.  I  can't 
defend  the  country,  and  the  cold  war  and  the  hot  war  bled  us  dry, 
almost.  Thank  God  it's  over.  We're  sajnng  then,  second,  at  the  end 
of  the  cold  war/hot  war,  it's  not  utopia,  but  it's  a  lot  better  than 
having  SSlS's  aimed  at  us.  We  can  afford  to  rethink  welfare,  edu- 
cation, transportation,  Social  Security.  Minimum  wage  can  be  de- 
bated with  civility.  We're  simply  saying  that,  as  Shirley  Peterson 
pointed  out,  let's  discuss  the  tax  system,  as  whether  or  not  it's  effi- 
cient and  effective  in  doing  what  it  is  supposed  to  do,  A. 

Finally  we  said,  "We  think  we  could  get  more  revenue,  with  a 
fairer,  simpler,  lower-tax  rate  system,  that  would  be  proportional, 
not  steeply  progressive." 

May  I  make  one  parenthetical  point?  When  the  tax  code  was  in- 
troduced in  1913,  it  was  4  percent  at  the  top  on  people  over 
$250,000.  It  went  up  to  91  percent  in  World  War  II,  91.  It  went 
down  to  70 — Mr.  Sisisky  pointed  that  out.  It  went  down  to  28 
under  Ronny  Reagan,  and  now  it  went  up  under  George  Bush,  for 
which  I  apologize  profusely,  I  opposed  it.  Then  it  went  up  under 
Bill  Clinton  to  42.  You  know  what?  From  1913  to  1996,  revenues, 
as  a  percent  of  the  economy,  have  been  relatively  19  percent  of  the 
economy.  With  rates  high,  rates  low,  you  get  19  percent  of  the  GNP 
in  revenues  when  it's  all  factored  in. 

Question:  How  do  you  get  more  revenue?  Could  it  be  that  we've 
been  looking  at  the  wrong — we've  been  looking  at  the  numerator, 
i.e.,  that  tax  rate?  Maybe  we  should  look  at  the  denominator,  the 
size  of  the  pie.  What  Paris,  Kemp  and  Peterson  have  said,  albeit 
circuitously  at  times,  let's  expand  the  economy.  Let's  get  more  reve- 
nue by  expanding  the  size  of  the  pie.  If  we  could  double  the  Amer- 
ican economy,  which  is  $6.6  trillion,  to  $13.2  trillion,  in  the  next 
10  years,  hypothetically — hypothetically,  we'd  have  another  $2  tril- 
lion of  revenue. 

We  could  reduce  debt.  We  could  reduce  deficits.  We  could  trans- 
port the  country.  We  could  rebuild  our  bridges  and  highways,  and 
we  could  reduce  some  of  this  burden  of  debt  on  future  generations. 

Democrats  and  Republicans  at  least  ought  to  be  able  to  agree 
with  the  fact  that  we  are  not  growing  fast  enough  to  get  the  reve- 
nue necessary  to  do  what  you  would  want  to  do.  I  make  the  addi- 
tional point  that  when  economies  go  into  a  contraction  and  people 
get  unemployed,  revenues  fall,  social  welfare  spending  rises,  and 
they  put  demands  on  Government  to  do  for  them  what  they  can't 
do  for  themselves  when  they're  not  working  for  Sisisky's  Trucking 
Company,  or  Paris'  600,000  small  businessmen  and  women. 

So  let's  try  to  think  about  getting  America  to  work  again,  and  the 
way  to  do  it  is  to  lower  the  cost  of  labor  and  capital,  in  our  opinion. 

Mr.  Paris.  I  want  a  copy  of  the  table.  I'd  like  our  members  to 
know  because  they  ask  us  the  same  thing.  It's  like  we  ask  our  em- 
ployees what  percent  profit  do  you  think  Dusinesses  make?  The  av- 
erage is  about  60  percent  when  the  real  average  is  about  2.3  to  2.4. 

Mr.  Kemp.  Yes. 


39 

Mr.  Paris.  Well,  it's  the  same  problem  with  the  Government.  So, 
I'd  like  to  have  that.  What  we  would  like  to  do  is  to  have  the  mini- 
mal amount  done  by  the  Federal  Government,  minimal  by  the 
State,  minimal  by  the  local,  get  it  privatized  as  much  as  possible. 
Because  we  have  found  out  we  can  do  more  cheaply,  more  effi- 
ciently, more  effectively  in  most  cases,  but  not  all. 

We  do  need  some  Congressman,  and  I  appreciate  your  having  the 
table.  I'd  like  to  have  a  copy. 

Mr.  Kemp.  Yes.  We'd  all  like  that. 

Mr.  PosHARD.  I  will  get  you  a  copy  of  all  of  this,  and  just  one 

Chair  Meyers.  I'd  like  a  copy  too. 

Mr.  PosHARD.  Good.  I  will  give  you  a  copy.  Madam  Chairman. 
May  I  just  make  one  comment,  Mr.  Faris.  A^ain,  I'm  just  looking 
at  the  Committee  on  which  I  sit  in.  Transportation,  because  we 
deal  with  a  lot  of  that.  Gosh,  almost  everything  we  spend  in  trans- 
portation in  this  country  is  privatized.  It's  put  out  to  private  indus- 
try in  business  when  it  comes  to  infrastructure. 

Mr.  Faris.  Yes,  sir.  Sure.  That's  why  that's  a  small  number. 

Chair  Meyers.  Thank  you  very  much.  I  would  like  to  say  that 
I  have  some  questions  that  I'm  not  going  to  take  the  time  to  ask 
because  I  know  that  you  three  all  have  to  be  away  from  here.  So, 
I'll  ask  mine  in  the  mail,  and  you  can  answer  them  briefly  for  the 
record. 

Mr.  Kemp.  Thank  you. 

Chair  MEYERS.  I  imagine  that  maybe  some  of  the  other  members 
will  have  questions  that  they  didn't  get  the  opportunity  to  ask,  and 
so  we  will  try  to  get  those  submitted  to  you.  I'd  like  to  recognize 
at  this  time,  Ms.  Smith. 

Ms.  Smith.  I'm  actually  going  to  do  the  same  thing,  because  I 
have  some  fairly  technical  questions  of  Ms.  Peterson  on  the  compli- 
ance. I  know  tnat  the  fairness,  once  it's  fair,  there  will  be  more 
compliance,  but  I  also  know  that  the  netting  on  the  business  side 
needs  some  kind  of  an  audit  function. 

The  major  arguments  against — in  the  hearings  that  I've  had 
around  the  Nation,  against  a  flat  tax  is  with  keeping  Internal  Rev- 
enue in  any  form.  It  was  recommended,  one,  that  we  privatize  the 
audit  function  and  rotate  it  so  there  is  not  a  reason  for  there  to 
be  punitive  results  as  a  reason  for  keeping  the  contract,  which  is 
a  suspect.  Would  you  think  of  that  idea.  Also,  let  me  know  if  you've 
discussed  it  in  the  Commission,  and  if  you  want  to  comment,  fine. 
If  not,  just — that's  the  only  recommendation  I've  seen  that  makes 
sense  on  the  audit  function. 

I  know  how  to  handle  revenue.  We  know  what  everybody  gets, 
because  we  already  pretty  well  track  most  of  that,  but  the  netting 
on  the  business — and  how  to — thank  you. 

Chair  Meyers.  All  right.  I  want  to  say  how  much  I  think  you 
have  helped  all  who  are  here  this  morning,  and  I  know  that  many 
will  see  this  by  our  coverage  here  this  morning.  A  number  of  other 
Members  of  Congress  will  hear  about  it  by  word  of  mouth. 

You  have  really  helped  us  advance  the  debate  by  appearing  here 
and  certainly  by  your  activities  and  your  studies  as  members  of  the 
Commission.  I  truly  appreciate  it. 

Mr.  Ki-:mp.  Thank  you. 
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Chair  Meyers.  I  know  that  all  of  us  do.  There's  just  so  much 
that  we  need  to  do.  I  appreciate  Mr.  Poshard's  making  his  charts 
available.  I  think  a  couple  of  the  things  that  he  mentioned  were  So- 
cial Security  and  Medicare.  While  those  are  big  items  where  we 
pay  money  back  to  people,  I  want  to  mention  that  I  believe  there 
is  a  real  difference  between  entitlement  and  trust-funds  programs. 
These  are  programs  that  people  may  take  more  out  of — I  would  de- 
bate that  too,  Glenn.  But  they  pay  into  Social  Security  and  they 
pay  into  Medicare  throughout  their  entire  lives.  I  believe  that  these 
programs  are  in  a  totally  different  class  from  AFDC,  or  food 
stamps,  or  Medicaid,  or  the  farm  bill,  or  any  of  the  other  entitle- 
ment because  nobody  ever  pays  into  an  entitlement,  and  they  do 
certainly  pay  into  the  trust  funds.  Yet,  when  we  start  commenting 
on  how  we  expend  money  and  send  it  back  to  people,  we  usually 
pick  on  the  trust  funds. 

I  would  just  like  to  say,  let's  address  a  lot  of  the  other  problem 
areas  of  spending  first.  Obviously,  getting  control  of  spending  is  im- 
portant, but  devising  a  tax  plan  that  is  seen  by  the  American  peo- 
ple as  just  is  even  more  fundamental.  As  each  of  us  knows,  adopt- 
ing a  system  that  does  not  collect  more  money  than  we  need  is  ex- 
tremely important,  and  you  have  helped  us  in  our  quest  for  that 
kind  of  a  system. 

Mr.  Kemp.  Thank  you.  May  I  say,  as  a  former  colleague  of  yours, 
and  now  a  private  citizen,  father  of  four,  grandfather  of  nine,  and 
two  on  the  way — two  more  on  the  way;  I  should  say  how  much  I, 
as  an  American  citizen,  appreciate  your  long  and  dedicated  service 
to  this  country  and  to  your  State  and  to  your  district,  and  America 
will  miss  you. 

No  door  closes.  My  mother  told  me  that  another  door  doesn't 
open,  and  I'm  sure  we're  going  to  be  the  beneficiaries  of  Jan  Mey- 
er's leadership  now  and  in  the  future.  Thank  you. 

Chair  Meyers.  Thank  you  very  much.  I  appreciate  it.  We  are  ad- 
journed. 

[Whereupon,  at  12:40  p.m.,  the  hearing  was  adjourned,  subject  to 
the  call  of  the  chair.] 
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CHAIR 

COMMITTEE  ON  SMALL  BUSINESS 

I  .S.  HOUSE  OF  REPRESENTATIVES 

April  17,  1996 

"The  Kemp  Commission  Recommendations: 
A  Small  Business  Perspective" 

Good  Morning.  The  Committee  will  come  to  order. 

Our  hearmg  this  morning  will  focus  on  the  recent  recommendations  of  the 
National  Commission  on  Economic  Growth  and  Tax  Refomi,  also  known  as  the  "Kemp 
Commission."  and  their  particular  ramifications  for  small  business  in  this  countty.   1  am 
delighted  to  have  with  us  this  morning  three  distinguished  members  of  the  Commission, 
including  a  past  alumnus  of  this  Committee,  the  Honorable  Jack  Kemp.   We  will  also 
hear  from  a  key  voice  for  small  business.  Jack  Paris  who  is  the  President  of  the  National 
Federation  of  Independent  Business  and  an  important  member  of  the  Commission.  In 
addition,  I  am  veiy  pleased  that  Shirley  Peterson,  fonner  Commissioner  of  the  Internal 
Revenue  Service  and  a  member  of  the  Kemp  Commission,  is  here  to  give  us  her  unique 
perspective  on  the  Commission's  recommendations.  Thank  you  all  for  being  here  today. 

We  had  expected  to  have  with  us  Kemp  Commissioner  Hemian  Cain, 
Chairman  and  CEO  of  Godfather"  s  Pizza.  Regrettably.  Mr.  Cain  had  a  last  minute 
emergency,  and  he  will  not  be  here  this  moniing. 

This  hearing  is  also  a  continuation  of  the  efforts  undertaken  by  our 
Subcommittee  on  Taxation  and  Finance,  chaired  by  Congresswoman  Linda  Smith,  which 
has  focused  on  the  effects  of  tax  refoirn  on  small  business  through  an  important  series  of 
field  hearings.  Linda,  let  me  thank  you  for  your  commitment  to  this  issue,  and  we  look 
forward  to  your  comments  this  morning. 

At  the  outset,  let  me  just  emphasize  that  tax  lefonn  is  a  top  priority  of  small 
business  judging  by  the  testimony  that  was  heard  at  the  subcommittee's  field  hearings  and 
by  the  number  of  tax  related  recommendations  coming  out  of  last  year's  White  House 
Conference  on  Small  Business.    In  addition,  many  of  us  on  this  Committee  receive  a 
continuing  flow  of  letters  and  telephone  calls  from  our  constituents  at  home  emphasizing 
the  need  for  relief  from  the  burdens  of  our  cunent  system  of  taxation 

With  this  as  a  backdrop,  the  Commission's  report,  entitled  "Unleashing 
America's  Potential."  could  not  be  more  timelv    In  it.  the  Commission  made  a  number  of 
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important  contributions  to  the  debate  that  has  aheady  begun  in  Congress  and  across  the 
nation,  and  1  would  like  to  express  my  appreciation  and  commendation  for  your  efforts. 

First  and  foremost,  the  Commissioners  identified  the  problems  with  our 
cunent  tax  system:   it  is  too  complex,  demands  too  much  in  tenns  of  compliance  costs,  it 
is  intrusive,  unfair,  and  economically  destiaictive.   Based  on  what  I  hear  from  the  small- 
busmess  community,  there  is  little  disagreement  with  the  Commission's  assessment. 

The  Commission  also  developed  a  set  of  principles,  which  have  been 
refened  to  as  the  "tax  test."   1  believe  that  these  principles  are  invaluable  as  a  guide  for 
the  national  debate  that  is  undeiAvay.  not  just  here  in  Washington,  but  in  local 
communities,  like  my  home  town  of  Overland  Park.  Kansas,  concerning  what  the 
American  tax  system  should  look  like.  This  debate  is  important  and  necessaw  if  we  are 
to  establish  a  tax  system  that  is  in  the  best  interests  of  all  Americans. 

Lastly,  the  Commission  laid  out  a  series  of  specific  recommendations  that 
should  be  included  in  the  new  tax  system.   1  have  asked  the  witnesses  to  focus  their 
attention  this  morning  on  the  principle  and  policy  recommendations  contained  in  the 
Commission's  report.  These  recommendations  have  substantial  ramifications  for  small 
businesses  in  this  country,  and  1  believe  that  they  must  be  explored  in  detail  to  make  sure 
that  the  issues  and  concerns  particular  to  small  business  are  given  the  special  attention 
that  they  deseiA/e. 

In  addition,  as  we  replace  the  existing  system  with  a  new  and  improved 
version,  we  must  keep  in  mind  the  difficult  but  critical  issue  of  tiansition  rules    1  believe 
that  we  must  begin  exploring  that  issue  now.  and  not  after  the  new  tax  system  is  drafted 
and  approved.  And  so,  while  the  Commission's  report  does  not  specifically  address  the 
transitional  issues,  1  have  asked  the  witnesses  for  any  thoughts  that  they  may  have  on  how 
we  can  make  the  transition  to  an  improved  system  of  taxation  without  creating 
devastating  financial  consequences  for  small  business 

Before  we  turn  to  the  panel,  let  me  express  my  hope  that  in  the  near  future 
we  will  see  a  tax  system  in  which  rates  will  be  lower,  multiple  taxation  of  the  same 
income  will  end,  and  taxes  will  not  be  a  prime  factor  in  economic  decisions.  1  also  look 
forward  to  the  day  when  taxpayers  will  not  have  to  spend  in  excess  of  5  BILLION  hours 
each  year  complying  with  the  income  tax  laws  and  small  businessmen  or  women  will  be 
able  to  use  that  time  for  efforts  that  are  economically  productive  and  that  create  new  jobs 
for  this  countiy. 
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HOUSE  COMMITTEE  ON  SMALL  BUSINESS 

OVERSIGHT  HEARING  ON  THE  KEMP  COMMISSION  RECOMMENDATIONS 
AND  THEIR  IMPACT  ON  SMALL  BUSINESS 

Opening  Statement  of  Congressman  Glenn  Poshard 

April  17,  1996 

Madam  Chairman,  thank  you  for  convening  the  Committee  this  morning  to  explore 
further  its  primary  mission:    helping  this  nation's  small  businesses.    We  have  heard  a  great 
deal  in  this  Congress  about  the  need  to  simplify  the  current  tax  code,  and  considering  that 
Monday  was  tax  day,  probably  everyone  here  would  agree  with  those  sentiments.    It  is 
exciting  to  have  such  an  esteemed  panel  before  us  today,  and  I  would  like  to  thank  them  not 
only  for  their  attendance,  but  for  their  work  with  this  Commission  on  behalf  of  every  United 
States  taxpayer. 

The  Kemp  Commission  report  and  other  research  includes  numerous  examples  that 
point  to  the  need  for  tax  reform.    The  marriage  penalty  tax,  the  intimidating  perception  most 
people  have  of  the  Internal  Revenue  Service,  and  the  fact  that  the  government  gamers  four 
times  more  tax  money  from  individuals  than  from  corporations  all  seem  to  indicate  that 
adjustments  need  to  be  made.    However,  I  am  most  concerned  with  another  topic  that  has 
dominated  the  Congressional  landscape:    balancing  the  federal  budget.   Just  as  there  is  nearly 
universal  agreement  that  tax  relief  is  necessary,  a  consensus  of  Americans  want  the  federal 
government  to  balance  its  books.    Congress  and  the  Clinton  administration  have  made 
progress  towards  this  goal,  but  a  seven-year  budget  deal  has  yet  to  be  finalized.    I  believe 
this  must  be  our  first  priority.    Revenue  neutrality  must  then  be  a  consideration  for  all 
current  tax  reform  proposals,  for  it  is  crucial  that  any  new  system  adopted  not  increase  the 
tax  burden  on  middle  and  lower-income  families.    With  this  caveat  in  mind,  none  of  the 
proposals  to  overhaul  our  tax  system  have  included  the  level  of  detail  necessary  to  make 
them  operational.    I  am  also  concerned  with  an  aspect  of  the  tax  question  that  has  heretofore 
been  overlooked.    We  hear  a  lot  about  the  ills  of  the  system,  but  we  do  little  to  inform  U.S. 
taxpayers  about  how  their  tax  dollars  are  spent.    I  have  done  an  extensive  analysis  on  this 
subject,  which  I  will  refer  to  during  the  question  and  answer  session,  and  will  present  during 
a  special  orders  address  to  the  full  House  next  week.    Until  taxpayers  understand  the  facts 
about  where  current  tax  monies  are  directed,  they  are  ill-equipped  to  understand  the  issues 
involved  in  a  comprehensive  dismantling  of  that  system.    I  look  forward  to  hearing  more 
about  what  the  Kemp  Commission  recommends  on  these  topics. 

Madam  Chairman,  your  leadership  along  with  that  of  Ranking  Minority  Member 
Lafalce  has  provided  us  a  great  forum  to  seek  more  answers  for  America's  small  businesses. 
I  appreciate  this  opportunity,  and  would  again  like  to  thank  our  panel  for  participating  in  this 
hearing. 
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Subject:  Tax  Reform  and  Small  Business 

Before:  House  Committee  on  Small  Business 

Date:  April  17,  1996 

Madam  Chairman,  my  name  is  Jack  Faris  and  I  am  the  President  and  Chief  Executive 
Officer  of  the  National  Federation  of  Independent  Business  (NFIB).  NFEB  is  the  nation's  largest 
small  business  advocacy  organization,  representing  more  than  600,000  small  business  owners  in 
all  50  states  and  the  District  of  Columbia.  The  typical  NFIB  member  employs  five  people  and 
grosses  $250,000  in  annual  sales.  NFIB's  membership  mirrors  the  nation's  industry  breakdown 
with  a  majority  of  its  members  in  the  service  and  retail  sectors. 

I  want  to  thank  you  Madam  Chairman  and  the  Committee  for  having  me  here  today  to 
discuss  one  of  the  greatest  concerns  of  our  membership:  tax  reform.  But  before  I  go  into  the 
impact  of  tax  reform  on  small  business  it  is  important  for  the  Committee  to  understand  the 
composition  of  the  business  community  and  some  demographics  of  small  business  owners. 

Small  Business:  America's  Job  Growth  Engine 

First,  it  is  important  to  look  at  the  business  community  as  a  whole.  One  inaccurate 
perception  in  this  country  is  that  all  business  is  big  business.  This  is  not  correct.  There  are  five 
million  employers  in  the  United  States  today.  Of  those  five  million,  60  percent  of  them  employ 
4  employees  or  fewer  and  94  percent  employ  fewer  than  50  employees.  These  figures  illustrate 
a  fact  that  is  typically  lost  during  debates  on  the  impact  of  certain  government  policies  --  small 
business  by  pure  volume  dominates  this  country's  economic  engine. 

Another  misleading  perception  is  that  a  small  business  is  a  smaller  version  of  a  big 
business.  Nothing  could  be  further  from  the  truth.  For  example,  one-half  of  small  business 
owners  start  their  business  with  less  than  $20,000,  most  of  which  is  from  personal  or  family 
savings.  Most  small  business  owners  do  not  make  a  lot  of  money  (40  percent  earn  less  than 
$40,000);  they  survive  on  cash  flow  not  profitability.  Start-up  small  businesses  are  the  most 
vulnerable.  Of  the  800,000  to  900,000  businesses  that  start  each  year,  half  will  be  out  of 
business  within  five  years. 
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Many  small  business  owners  will  tell  you  that  the  burden  of  government  regulation  has 
much  to  do  with  whether  they  survive  or  perish.  While  it  is  rough  going  at  the  start  the  small 
businesses  that  do  make  it  are  the  major  job  generators  in  this  country.  From  1988  to  1990  small 
business  with  fewer  than  20  employees  accounted  for  4.1  million  net  new  jobs,  while  large  firms 
with  more  than  500  employees  lost  501,000  net  jobs. 

There  is  growing  national  recognition  by  politicians,  economists,  and  all  citizens  alike  of 
a  disturbing  fact  --  the  burden  created  by  federal  regulation  falls  predominantly  and 
disproportionately  on  the  very  people  who  we  rely  upon  to  create  jobs:  small  business  owners. 


Small  Business  Owners  Want  Tax  Reform 

I  come  here  today  wearing  two  hats  --  as  President  and  CEO  of  NFIB  and  as  a 
Commissioner  of  the  National  Commission  on  Economic  Growth  and  Tax  Reform.  In  my  role 
on  the  Commission  I  represented  the  interests  of  small  business  but  I  should  emphasize  that 
NFIB's  members  have  not  voted  to  specifically  endorse  the  Commission  Report.  I  do,  however, 
believe  that  the  principles  advocated  in  the  Commission's  report  largely  reflect  the  general 
consensus  of  what  we  have  heard  from  small  business  about  how  the  federal  tax  code  should  be 
changed. 

For  instance,  our  members  have  told  us  repeatedly  that  tax  regulations  and  the  compliance 
burden  still  rank  highest  among  their  problems  and  priorities.  In  our  most  recent  monthly  "Sm.all 
Business  Economic  Trends,"  taxes  and  regulations  were  the  top  problems  facing  small  businesses 
in  America.  In  an  extensive  survey  of  our  members  on  tax  policy  ("NFIB  Tax  Survey"), 
completed  last  year,  79  percent  of  those  responding  said  we  should  substantially  change  the 
federal  tax  code  as  it  affects  both  businesses  and  individuals;  5  percent  said  the  code  is  generally 
o.k.  as  is. 

Importantly,  our  members  believe  that  tax  reform  should  encompass  two  main  facets:  1 ) 
lowering  taxes,  and  2)  simplification.  In  an  NFIB  tax  survey  question  on  the  greatest  burden 
created  by  our  federal  tax  system,  the  amount  of  tax  paid,  at  42  percent,  was  followed  closely 
by  the  complexity  of  the  tax  laws/rules,  at  39  percent. 

The  Findings  of  the  National  Commission  on  Economic  Growth  and  Tax  Reform 

The  report  produced  by  our  14  member  Commission  and  issued  this  past  January  attem.pts 
to  lay  out  a  blueprint  for  a  completely  new  tax  system  in  America.  How  did  we  design  this 
blueprint?  We  listened.  In  12  public  hearings  all  around  the  country,  in  Omaha,  Nebraska;  Palo 
Alto,  California;  Harlam,  New  York,  and  other  locations  we  listened  to  over  120  witnesses,  which 
included  a  great  number  of  small  business  owners  from  all  walks  of  life  --  farmers,  high-tech 
entrepreneurs,  retailers,  accountants  and  manufacturers  who  were  simply  fed  up  with  the  current 
tax  code.  The  Commission  received  letters  from  thousands  of  U.S.  citizens,  including  many 
NFIB  members. 
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What  did  we  hear?  We  heard  overwhelmingly  that  the  current  tax  code  is  irreparably 
broken.  The  seven  million  word  mess  is  economically  destructive  -  it  discourages  savings  and 
investment;  it's  impossibly  complex;  it's  overly  intrusive;  it's  unfair.  We  heard  American 
taxpayers  tell  us  that  they  want  change  --  a  completely  new  tax  system  in  Amenca. 

Yes,  this  sounds  overly  simplistic,  but  the  idea  of  throwing  out  the  current  system  and 
creating  a  new  one  gives  us  a  starting  point,  a  goal.  Many  have  found  seemingly  limitless 
reasons  to  criticize  tax  reform  proposals,  —  it'll  only  benefit  the  rich,  it'll  hurt  senior  citizens,  it'll 
raise  the  deficit,  it'll  destroy  the  housing  industry,  it'll  hurt  holders  and  purveyors  of  municipal 
bonds.  Not  to  say  these  are  not  valid  concerns,  because  all  potential  impacts  should  certainly  be 
carefully  considered  and  examined  as  we  proceed  with  tax  reform.  But  the  problem  with  many 
of  these  critics  is  that  they  only  know  how  to  criticize.  The  implication  is  that  they  suppon 
continuing  the  status  quo. 

For  small  business  owners,  perhaps  the  worst  thing  the  government  could  do  in  tax  reform 
is  have  no  reform  at  all. 

The  current  tax  code  hurts  small  businesses 

What's  wrong  with  the  status  quo?  It's  smothering  small  business.  It's  a  wonder  that 
small  businesses  continue  to  survive  despite  the  burden  of  high  taxes  and  endless  tax  paperwork. 
In  a  study  recently  presented  in  testimony  to  the  House  Ways  and  Means  Committee,  Arthur  Hall 
of  the  Tax  Foundation  found  that  small  corporations  (assets  of  $1  million  or  less)  had  to  pay  a 
minimum  of  $724  in  compliance  costs  for  every  SlOO  paid  in  income  taxes  --  a  total  of  $28.6 
billion  in  compliance  costs  for  these  small  business  owners  compared  to  $3.9  billion  paid  in 
income  tax.  A  truly  staggering  amount.  Additionally,  small  firms.  Hall  reported,  bear  a 
compliance  burden  at  least  24  times  greater  than  big  business. 

Statistics,  however,  do  not  do  justice  to  the  real  story  told  by  the  thousands  to  the  Tax 
Reform  Commission,  or  the  hundreds  of  thousands  to  NFIB.  Real  small  business  owners  are 
struggling  and  even  being  put  out  of  business  every  day  because  of  the  current  tax  code. 

They  have  told  us  that  endless  paperwork  associated  with  tax  regulations  takes  more  and 
more  of  their  time,  allowing  less  and  less  time  to  run  their  business.  They  have  told  us  that 
Alternative  Minimum  Tax  and  depreciation  calculations  mean  endless  hours  of  work  and  high 
accountants  fees,  often  for  little  bottom-line  tax  benefit.  They  have  told  us  that  the  federal  estate 
tax,  which  reaches  55  percent,  destroys  a  business  owner's  will  to  grow  a  business  and  preserve 
it  for  their  heirs.  They  have  told  us  that  the  payroll  tax  represents  for  the  majority  of  small 
business  owners  their  largest  single  tax  burden,  and  a  great  disincentive  to  hiring  additional 
employees. 
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The  Tax  Reform  Commission  Recommendations 

Contrary  to  the  assertions  of  some  critics,  the  Tax  Reform  Commission  report  makes  very 
bold  recommendations.  It  is  important  that  the  report  recommendations  not  be  taken  lightly.  The 
Commission  recognized  that  there  is  no  single  "correct"  way  to  reform  the  tax  code,  and  so  we 
did  not  recommend  a  particular  plan.  There  are  many  options  that  could  provide  revolutionary 
improvements  in  the  way  our  government  collects  necessary  revenue.  The  Commission  therefore 
laid  out  "The  Tax  Test"  that  we  believe  any  tax  reform  plan  must  pass: 

Six  Points  of  Principle 

*  Economic  growth  through  incentives  to  work,  save  and  invest. 

*  Fairness  for  all  taxpayers. 

*  Simplicity,  so  everyone  can  figure  it  out. 

*  Neutrality,  so  people  and  not  government  make  choices. 

*  Visibility,  so  people  know  the  cost  of  government. 

*  Stability,  so  people  can  plan  for  the  future. 

Six  Points  of  Policy 

*  A  single  tax  rate. 

*  A  generous  personal  exemption  to  remove  the  burden  on  those  least  able  to  pay. 

*  Lower  tax  rates  for  America's  families. 

*  Payroll  tax  deductibility  for  workers. 

*  Ending  biases  against  work,  saving,  and  investing. 

*  Making  the  new  tax  system  hard  to  change. 

What,  specifically,  does  a  reform  plan  that  passes  this  test  mean  for  small  business 
owners? 

It  means  investments  can  be  expensed  in  the  year  they  are  made,  rather  than  depreciated 
over  time  --  an  enormous  incentive  for  small  business  growth  and  an  elimination  of  one  of  the 
most  onerous  tax  regulatory  requirements  --  depreciation.  Out  of  six  areas  of  tax  law  considered 
some  of  the  most  complex  for  small  business  owners  (independent  contractor,  depreciation, 
alternative  minimum  tax,  inventory  accounting,  employee  benefit  rules,  and  home  office 
deduction),  depreciation  ranked  2nd  only  to  employee  benefit  rules  as  the  most  complex  in  the 
NFIB  tax  survey. 

It  means  separate  taxation  of  capital  gains  would  be  abolished,  opening  the  floods  gates 
of  capital  to  help  the  business  grow. 
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It  means  elimination  of  federal  estate  and  gift  taxes  --  perhaps  the  most  anti-growth  and 
anti-family  tax  in  today's  code.  Of  nine  types  of  taxes  (business  income,  personal  income,  PICA, 
FUTA,  p)ersonal  property,  real  property,  estate  and  gift,  retail  sales,  and  other),  estate  and  gift 
taxes  ranked  as  the  most  unfair  tax  in  the  NFIB  tax  survey. 

It  means  enhanced  stability  in  the  tax  code  and  greater  confidence  in  business  decisions 
because  a  supermajority  2/3rds  vote  would  be  required  in  Congress  for  any  tax  increase.  In  a 
June,  1995  mandate  question  asked  of  all  600,000  plus  NFIB  members,  74  percent  of  respondents 
supported  a  supermajority  requirement  for  tax  increases. 

And  it  means  a  disincentive  to  job  creation  is  alleviated  though  allowing  full  deductibility 
of  payroll  taxes  for  both  employers  and  employees.  Of  five  major  tax  burdens,  payroll  taxes 
were  listed  as  the  most  costly  tax  in  the  NFIB  tax  survey,  just  ahead  of  personal  income  taxes. 
Additionally,  53  percent  said  payroll  taxes  are  less  fair  or  much  less  fair  than  business  income 
taxes. 

In  his  testimony,  Arthur  Hall  estimates  that  major  tax  reform  could  reduce  the  cost  for 
businesses  of  complying  with  the  current  tax  code  by  as  much  as  95  percent.  Harvard  University 
Department  of  Economics  Chairman  Dale  Jorgenson,  also  in  testimony  in  the  House  Ways  and 
Means  Committee,  asserted  that  tax  reform  could  result  in  an  immediate  increase  in  the  Gross 
Domestic  Product  of  13  percent.  With  these  potential  benefits,  it  is  clearly  imperative  that 
Congress  reform  the  tax  code. 

The  Transition  --  Things  to  consider 

So,  tax  reform  must  be  accomplished,  but  how  do  we  get  there?  Indeed,  there  are  no 
simple  answers,  and  this  testimony  does  not  attempt  to  provide  them.  As  we  pointed  out  in  the 
Commission  report: 

Emerson  once  said  that  'The  field  cannot  well  be  seen  from  within 
the  field.'  Status-quo  thinkers  are  so  bent  on  preserving  the  present 
system  that  they  have  blinded  themselves  to  the  brilliant  rainbow 
of  new  benefits  a  new  system  would  bring  --  from  more  jobs  to 
higher  wages,  to  lower  interest  rates,  to  greater  compliance.  These 
rewards  will  help  ease  transition,  and  help  pay  for  the  changes 
involved. 

Yes,  we  must  take  care  to  protect  existing  savings,  investments,  and  other  assets.  Some 
of  the  is.sues  of  specific  concern  to  small  business  owners  are  the  following: 

Treatment  of  existing  debt.  If,  as  under  some  reform  proposals,  a  borrower  is  no  longer 
allowed  to  deduct  interest  paid  on  loans,  we  must  consider  so*ie  kind  of  grandfather  provision 
that  continues  deductibility  for  old  debt,  or  at  least  piakes  it  easier  to  refinance. 
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Treatment  of  unused  depreciation.  Possible  options  are  to  allow  immediate  write-off  of 
unrecovered  basis,  a  grandfather  for  old  depreciation  schedules,  or  accelerated  depreciation  to 
hasten  transition. 

Treatment  of  net  operating  losses.  A  grandfather  provision  might  allow  continuing  to 
carry  the  losses  forward.    Another  option  would  be  to  allow  some  kind  of  a  cash-out  credit. 

Treatment  of  fringe  benefits  like  health  insurance.  Losing  deductibility  would  certainly 
be  a  negative  for  small  business  owners,  but,  if  necessary,  this  would  certainly  be  a  small  price 
to  pay  for  the  benefits  of  complete  tax  reform.  Additionally,  it  would  level  the  playing  field 
between  the  self-employed,  who  currently  are  allowed  to  deduct  only  30  percent  of  their  health 
insurance  costs,  and  C-corporations,  who  today  are  allowed  a  100  percent  deduction. 

Treatment  of  mortgage  interest  deductions.  As  outlined  in  the  Tax  Reform  Commission 
materials,  allowing  a  deduction  for  mortgage  interest  while  the  interest  to  the  lender  is  taxable 
is  no  more  expensive  than  denying  the  deduction  and  not  taxing  the  interest  to  the  lender. 
Consequently,  tax  reform  and  transition  to  it  might  be  made  easier  by  retaining  the  deduction. 

Conclusion 

However  we  handle  the  issues  of  transition,  which  will  surely  not  be  easy,  it  is  abundantly 
clear  that  America's  small  business  owners,  perhaps  more  than  any  segment  of  our  society,  are 
ready  and  eager  for  change.  Small  business  owners  have  survived  and  served  as  this  nation's  job 
growth  engine,  despite  the  overwhelming  burden  placed  upon  them  by  today's  tax  code.  By 
lifting  this  burden  we  will  allow  them  to  reach  their  full  potential,  and  be  able  to  see  the  true 
power  of  the  American  entrepreneurial  spirit. 

Thank  you  Madam  Chairman  for  your  leadership  on  this  issue  and  for  holding  this 
important  hearing.    We  look  forward  to  much  more  dialogue  like  we  have  had  today. 
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The  Honorable  Jack  Kemp 

Co-Director 

Empower  America 

1776  Eye  Street,  N  W  ,  Suite  890 

Washington,  DC    20006 


Dear  Jack: 


Thank  you  again  for  participating  in  the  Committee  on  Small  Business'  hearing  last 
Wednesday  on  your  Commission's  recommendations  and  their  effects  on  small  business    Given 
the  time  limitations  at  the  hearing,  I  would  like  to  follow  up  with  a  couple  of  brief  questions 
concerning  your  remarks  and  the  Commission's  recommendations 

During  the  hearing.  Representative  Sisisky  expressed  his  concern  that  an  individual 
who  lived  solely  on  the  income  from  investments,  such  as  interest  and  dividends,  would  escape 
taxation  under  the  recommendations  made  by  the  Commission    I  would  appreciate  your  clarifying 
whether  such  a  person  would  be  subject  to  tax,  directly  or  indirectly 

In  addition,  you  indicated  that  a  single  rate  tax  system  would  in  fact  be  progressive 
given  the  generous  personal  exemption  suggested  by  the  Commission    I  have  heard  some  people 
comment  that  such  a  system  would  only  be  progressive  in  so  far  as  there  are  two  rates,  zero  and 
the  maximum  rate,  whatever  it  may  be    These  individuals  appear  to  be  focusing  only  on  the 
marginal  rate  rather  than  the  overall  rate  of  tax  that  any  individual  would  pay    1  would  be  grateful 
if  you  would  clarify,  and  possibly  illustrate,  for  the  record  how  the  percentage  of  overall  tax  paid 
by  individuals  at  various  income  levels  would  be  progressive 

Finally,  as  you  may  be  aware,  my  Committee  has  been  focusing  on  ways  in  which 
we  can  encourage  small  businesses  to  establish  pension  plans  and  increase  retirement  savings  in 
this  country    In  its  report,  your  Commission  calls  for  strengthening  of  private  retirement  savings 
but  provides  no  specifics  on  how  this  would  be  accomphshed    In  light  of  the  Commission's 
recommendation  that  the  current  Internal  Revenue  Code  be  repealed  and  replaced  with  a 
simplified  tax  system,  does  the  Commission  support  continuation  of  favorable  tax  treatment  for 
employer-sponsored  retirement  plans,  as  a  means  of  strengthening  retirement  savings,  or  does  the 
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Commission  favor  achieving  retirement  savings  through  individual  initiative  with  minimal 
employer  involvement'' 

In  closing,  let  me  thank  you  in  advance  for  responding  to  these  questions    I  also 
look  forward  to  your  comments  on  the  paper  by  Jane  Gravelle  entitled  "The  Flat  Tax  and  Other 
Proposals    Who  Will  Bear  the  Tax  Burden,"  an  additional  copy  of  which  is  attached    As  you  will 
recall,  this  paper  prompted  considerable  discussion  at  the  hearing,  and  I  am  interested  in  the 
Commission's  views  on  the  conclusions  that  Ms  Gravelle  reaches 

Sincerely  yours. 


Attachment 
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The  Honorable  Jan  Meyers 

Chairwoman 

Committee  on  Small  Business 

2361  Raybum  House  Office  Building 

Washington,  D.C.  20515 

Dear  Madam  Chairwoman: 

I  am  writing  in  response  to  your  letter  of  April  23,  1996  in  which  you 
submitted  follow-up  questions  subsequent  to  my  appearance  before  the 
Committee  on  Small  Business  on  April  17.   I  am  pleased  to  submit  the  following 
responses. 


Question  #  1 

Would  a  person  who  lives  solely  on  the  income  from  investments,  such  as 
interest  and  dividends,  escape  taxation  under  the  recommendations  made  by  the 
National  Commission  on  Economic  Growth  and  Tax  Reform  (Commission)  or 
would  he  be  subject  to  tax  either  directly  or  indirectly? 

Response: 

One  of  the  most  common  misconceptions  about  a  single-rate  tax  system  is 
that  individuals  who  receive  a  substantial  amount  of  their  income  in  the  form  of 
interest  and  dividends  would  escape  taxation.  Not  true! 

All  income  is  taxed,  but  the  fRS  only  gets  one  bite  at  the  apple.  Much  of 
the  confusion  arises  because  of  the  fact  that  under  some  single-rate  proposals, 
such  as  Dick  Armey's  flat  tax,  business  income  is  taxed  at  the  business  level. 
This  fact  has  led  some  reporters  to  inaccurately  state  that  the  income  is  not  taxed 
simply  because  it  is  not  taxed  a  second  time  at  the  individual  level.  We  don't 
particularly  care  whether  Congress  taxes  it  at  the  business  or  individual  level. 
Just  don't  tax  it  twice  by  taxing  it  at  both  levels. 


'Currently  on  uiacrtw  status 
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Under  a  single-rate  tax  system  (jeople  pay  taxes  on  wages  and  salaries  directly  by  having 
taxes  withheld  from  their  paychecks.  A  worker's  pay  stub  clearly  delineates  his  gross  pay,  his 
taxes  and  his  take-home  pay.  This  reporting  system  gives  the  appearance  that  the  worker  is 
paying  taxes  after  receiving  his  wages/salary  even  though  the  taxes  he  owes  are  snatched  from 
him  immediately  through  withholding.  Likewise  under  a  single-rate  tax  system  that  taxes 
business  at  the  level  of  the  firm  rather  than  from  individuals,  taxes  on  interest  ind  dividends  are 
withheld  and  paid  by  the  firm  under  the  business  tax  component  at  a  tax  rate  identical  to  that 
paid  on  wages  and  salaries.  However,  the  taxes  on  interest  and  dividends  are  withheld  and  paid 
before  the  interest  and  dividends  are  paid  to  shareholders  and  bondholders,  and  the  taxes  are  not 
identified  on  a  check  stub.  Therefore,  it  may  give  the  appearance  that  this  income  is  totally 
escaping  taxation. 

An  alternative  arrangement  would  be  to  give  firms  a  credit  for  all  interest  and  dividends 
they  pay  and  then  collect  the  tax  directly  from  individuals  as  part  of  their  taxable  income. 
Congress  can  tax  income  at  wherever  level  it  desires,  but  it  should  decide  where  to  levy  the  tax, 
levy  it  there  and  nowhere  else. 

In  the  Second  Edition  of  The  Flat  Tax,  Robert  Hall  and  Alvin  Rabushka  clarify  this 
misconception  with  respect  to  their  own  single-rate  proposal  as  follows; 

■Q:        Isn't  the  flat  tax  unfair  because  rich  people  can  live  off  interest  and  capital  gains  Income 
and  thereby  pay  no  taxes? 

"A:        The  flat  tax  puts  the  equivalent  of  a  withholding  tax  on  interest  and  capital  gains.  The  business 
tax  applies  to  business  income  before  it  is  paid  out  as  interest  or  if  it  is  retained  in  the  business 
and  generates  capital  gains  for  stockholders.  The  interest,  dividends,  and  capital  gains  received 
by  individuals  in  all  income  categories  have  already  been  taxed  under  the  business  tax.  The  rich, 
along  with  all  other  recipients  of  business  income,  have  already  been  taxed  under  the  business  tax 
—  they  cannot  escape  it.  What  they  receive  as  dividends,  interest,  or  capital  gains  is  after-tax 
income,  in  exactly  the  same  way  that  recipients  of  wages  receive  take-home  pay  (Hall  & 
Rabushka,  p.  125)." 

Question  #  2 

Please  clarify  and  illustrate  how  the  percentage  of  overall  tax  paid  by  individuals  at 
various  income  levels  would  be  progressive  under  a  flat  tax. 

Response: 

The  following  table  should  suffice  to  demonstrate  how  a  single-rate  tax  system  can  be 
made  progressive  by  generous  personal  and  child  exemptions.  The  table  illustrates  the 
progressive  nature  of  the  tax  for  a  two-parent  family  of  four. 
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Tax  Burden  on  a  Two-Parent  Family  of  Four  Under  A 17  Percent  Flat 

Tax 
(Personal  Exemption  =  $13,100;  Child  Exemption  =  $5,300) 

Salary  &  Wage 
Income 

(W) 

Taxable 

Salary  &  Wage 

Income 

(Y  =  W  -  $36,800) 

Marginal  Tax 
Rate 

(r) 

Tax  Liability 

(T  =  rxY) 

Tax  Liability 

as  Percent  of 

Income 

(average  tax  rate) 

<  $     36,800 

$ 

0 

0% 

$              0 

0% 

$     40,000 

$ 

3,200 

17% 

$        544 

1% 

$     45,000 

$ 

8,200 

17% 

$     1 ,394 

3% 

$     50,000 

$ 

13,200 

17% 

$     2,244 

4% 

$     60,000 

$ 

23,200 

17% 

$     3,944 

7% 

$     75,000 

$ 

38,200 

17% 

$     6,494 

9% 

$    100,000 

$ 

63,200 

17% 

S   10,744 

11% 

$    150.000 

$ 

113,200 

17% 

S   19,244 

13% 

$    200,000 

$ 

163,200 

17% 

$  27,744 

14% 

$    250,000 

$ 

213,200 

17% 

$  36,244 

14% 

$    500,000 

$ 

463,200 

17% 

$  78,744 

16% 

$1,000,000 

$ 

963,200 

17% 

$163,744 

16% 

2  $2,000,000 

$1,963,200 

17% 

>  $333,744 

17% 

55 


Question  #  3 

Does  the  Commission  support  continuation  of  favorable  tax  treatment  for  employer- 
sponsored  retirement  plans,  as  a  means  of  strengthening  retirement  savings,  or  does  the 
Commission  favor  achieving  retirement  savings  through  individual  initiative  with  minimal 
employer  involvement? 

Response: 

This  Commission  did  not  specifically  address  itself  to  the  question  of  continued 
employer  involvement  in  the  retirement  security  system.  However,  let  me  express  my  personal 
views  on  this  matter  because  I  believe  they  are  consistent  with  the  work  of  the  Commission. 

Employer  involvement  in  employee  pensions,  like  employer  involvement  in  other 
employee  benefits  (such  as  health  insurance),  came  about  in  large  part  because  of  the  income 
tax,  not  because  there  is  anything  inherently  desirable  or  efficient  about  employer  provision  of 
these  benefits  per  se.  Tax  treatment  of  pensions  under  the  current  income  tax  illustrates  how  the 
complex,  intrusive  patchwork  tax  system  evolved. 

As  the  Commission  pointed  out  in  its  report,  a  comprehensive  income  tax  double-,  triple- 
and  quadruple-taxes  saving  and  investment.  Moreover,  the  social  security  payroll  tax  layers  on 
an  additional  level  of  income  taxation  that  makes  it  difficult  for  average  workers  to  save  for  their 
own  retirement.  The  business  deduction  for  employer  contributions  to  employee  pension  funds 
mitigates  this  bias  against  retirement  saving  to  some  considerable  extent.  This  tax  preference  for 
employer-funded  pension  programs  gives  firms  an  incentive  to  channel  some  of  their 
employees'  compensation  into  the  form  of  pension  benefits  in  order  to  reduce  the  tax  component 
of  their  labor  costs.  Employees  like  the  arrangement  also.  They  receive  a  larger  overall 
compensation  package  than  they  would  in  the  absence  of  the  business  deduction  for  employee 
pension  contributions  because  employers  are  able  to  pass  some  of  their  tax  savings  along  in  the 
form  of  an  overall  larger  compensation  package.  Moreover,  the  interest  earnings  on  those 
pension  fund  contributions  remain  tax  exempt  until  they  are  withdrawn  as  pension  benefits  at 
retirement. 

Over  the  years  of  course,  we  have  tended  to  lose  sight  of  the  fact  that  it  is  this  tax 
preference  for  employer-provided  pension  plans,  by  and  large,  that  has  sustained  business' 
involvement  in  the  pension  area.  Once  we  begin  to  contemplate  a  single-rate  tax  system  that 
does  not  penalize  saving  and  investment,  the  original  justification  for  giving  employer-provided 
pension  benefits  a  tax  preference  is  eliminated. 
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Does  this  mean  that  under  a  single-rate  tax  system  all  employers  will  stop  providing 
pension  benefits?  Not  necessarily.  There  may  well  be  economies  of  scale  and  other  efficiencies 
produced  by  providing  workers  pension  benefits  through  the  workplace.  The  marketplace  will 
be  the  best  judge  of  that.  Once  the  current  tax  bias  against  saving  and  investment  is  eliminated, 
employers,  employees  and  their  representatives  will  be  able  to  negotiate  the  compensation  mix 
that  suits  them  best.  I  suspect  there  will  be  different  answers  to  this  question  depending  upon 
each  specific  workplace  situation.  But,  under  a  single-rate  tax  system,  government  will  be  out  of 
the  business  of  determining  how  best  to  provide  workers  with  retirement  security. 


Question  #  4 

What  are  the  Commission's  views  on  the  conclusions  reached  by  Jane  Gravelle, 
Congressional  Research  Service  Senior  Specialist  in  Economic  Pohcy,  in  her  Novemt)er  24, 
1995  paper  entitled  "The  Flat  Tax  and  Other  Proposals;  Who  Will  Bear  the  Tax  Burden?" 

Response: 

The  first  section  of  Ms  Gravelle's  paper  is  a  well-done,  objective  description  of  the 
various  tax  alternatives  currently  under  debate  to  replace  the  existing  income  tax.  Her 
description  and  comparison  of  the  alternatives,  showing  how  they  are  similar  and  where  they 
differ,  is  particularly  useful  for  policy  makers  who  are  not  tax  experts.  Her  comparative 
technique  of  isolating  the  simple  changes  in  one  alternative  that  transform  it  into  another  of  the 
alternatives  clarifies  the  underlying  conceptual  similarities  among  the  various  alternatives. 

The  second  section  of  the  Gravelle  paper,  however,  contains  several  serious  flaws  that 
lead  her  to  draw  conclusions  totally  contrary  to  common  sense  and  completely  at  variance  with 
the  historical  record.  In  particular,  her  conclusion  that  replacing  the  existing  income  tax  with  a 
consumption-base  tax,  such  as  a  Hall-Rabushka  fiat  tax,  a  sales  tax,  a  VAT  or  a  consumed 
income  tax  will  lead  to  a  decline  in  the  stock  market  upwards  of  30  percent  is  ludicrous. 

Ms.  Gravelle's  mathematical  exposition  not  only  makes  it  difficult  for  the  non-expert  to 
follow  her  line  of  reasoning  but  it  also  tends  to  obscure  the  driving,  and  erroneous,  assumptions 
that  lead  to  her  outlandish  conclusions  regarding  the  stock  market.  Her  reasoning  is  sound,  it's 
her  assumptions  that  are  off  base.  And  of  course,  conclusions  drawn  from  faulty  premises  are 
invalid,  no  matter  how  rigorous  the  inferential  process  or  how  elegantly  structured  the 
mathematical  proof.  Her  arguments  are  fallacious,  and  her  conclusions  cannot  be  accepted. 

For  example,  consider  her  proof  that  the  stock  market  will  fall  under  a  flat  tax.  She 
examines  two  cases:  When  prices  purportedly  must  rise  as  a  result  of  tax  reform  (in  the  cases  of 
VATS  and  Sales  Taxes)  and  when  prices  purportedly  do  not  rise  (in  the  case  of  the  flat  tax). 
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She  examines  two  investments  identical  in  every  respect  save  the  fact  that  one  is  "old" 
(pre-reform)  and  one  is  "new"  (post-reform).  She  assumes  that  the  pre-tax  rates  of  return  are 
identical,  therefore  the  after-tax  rate  of  return  from  the  old  asset  must  be  smaller  than  that  of  the 
new  asset  because  the  new  asset  receives  relatively  better  tax  treatment  (due  to  the  firm's  ability 
to  deduct  the  full  acquisition  costs).  In  other  words,  the  price  of  the  old  asset  must  fall  relative 
to  the  price  of  the  new  asset  in  order  to  equate  the  rates  of  return  between  the  two  and  entice 
investors  to  purchase  it. 

There  is  nothing  profound  or  surprising  about  this  result.  But  it  constitutes  only  part  of 
the  story.  Ms.  Gravelle  neglects  the  rest  of  the  story.  First,  consider  the  old  asset  on  its  own. 
While  it  is  true  that  the  owner  will  not  enjoy  the  tax  benefit  of  deducting  its  full  acquisition  cost, 
it  nevertheless  is  true  also  that  the  tax  burden  on  the  income  derived  from  that  asset  will  fall 
under  the  reform  since  it  no  longer  will  be  taxed  multiple  times.  Hence,  the  present  value  of  that 
income  stream  will  increase,  and  the  market  price  of  the  asset,  which  capitalizes  the  expected 
value  of  the  asset's  income  stream  into  its  price,  also  will  rise.  Therefore,  the  first  order  effect  of 
the  reform  is  to  raise  the  market  value  of  all  "old"  assets,  thus  increasing  any  market  index,  such 
as  the  DOW  JONES  AVERAGE,  which  measures  overall  market  value. 

Ms.  Gravelle's  erroneously  generalizes  a  rather  mundane  observation  about  the  relative 
prices  of  two  classes  of  assets  into  a  startling  and  incorrect  conclusion  about  the  absolute  price 
of  all  assets.  In  addition,  she  fails  to  trace  the  full  implications  of  the  fact  that  the  after-tax  rate 
of  return  on  all  investment  will  rise  under  any  of  the  tax  reform  measures  under  consideration. 
Post  reform,  some  projects  with  lower  pre-tax  rates  of  return  that  were  not  economically  viable 
under  the  pre-reform  code  —  because  they  did  not  yield  sufficiently  high  after-tax  rates  of  return 
—  will  become  viable.    The  reason  is  that  the  post-reform  tax  system  eliminates  multiple 
taxation  of  capital  income  and  thus  shrinks  tax  wedge  between  what  firms  earn  and  what  share 
of  those  earnings  investors  can  keep.  Thus,  more  business  ventures  will  be  financed,  and  overall 
economic  output  will  rise. 

Finally,  Ms.  Gravelle  overiooks  the  vitally  important  consequence  of  eliminating  capital 
gains  taxation  under  most  of  the  alternative  tax  systems  under  discussion.  As  people  unlock 
from  investments  that  have  been  locked  up  because  it  was  unprofitable  to  sell  them  under  the  old 
tax  rates,  there  will  be  enormous  efficiency  gains  in  the  allocation  of  capital  to  its  best  and 
highest  use. 

While  it  is  true  that  the  relative  price  of  old,  locked-up  assets  will  decline,  that  is  a 
desirable  consequence  of  removing  the  capital  gains  tax  wedge.  And,  most  importantly,  no  one 
loses  from  this  relative  price  decline.  The  market  will  finally  clear  at  prices  that  more  accurately 
reflect  the  income-producing  potential  of  the  asset.  But,  because  the  decline  in  relative  price 
occurs  as  a  direct  result  of  shrinking  the  tax  wedge,  the  after-tax  return  from  selling  the  asset 
will  actually  increase  for  most  holder  of  the  asset. 
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Holders  of  old  assets  will  now  be  able  to  realize  the  after-tax  gain  they  require  to  unlock, 
and  because  the  after-tax  earning  capacity  of  the  stock  has  increased  due  to  the  tax  reform,  there 
will  be  no  decline  in  demand  for  the  stock.  In  other  words,  the  unlocking  selling  will  not 
amount  to  a  sell  off  due  to  lack  of  demand  but  rather  a  reallocation  of  the  assets  among 
investors.  The  market  will  do  what  it  is  supposed  to  do  and  does  well  when  left  alone:  it  will 
(re)allocate  capital  to  its  highest  and  best  use.  Everyone  will  be  better  off. 

Thank  you  for  giving  me  the  opportunity  to  expand  on  my  testimony  and  to  clarify  the 
record  with  respect  to  these  important  questions.  If  I  may  be  of  further  assistance,  please  do  not 
hesitate  to  contact  me. 


Sincerely, 


^^v^^-  /^ 
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THE  FLAT  TAX  AND  OTHER  PROPOSALS: 
WHO  Wn.L  BEAR  THE  TAX  BURDEN 

SUMMARY 

Several  proposals  for  major  reform  of  the  Federal  income  tax  system,  including 
replacement  of  the  current  tax  with  a  new  type  of  tax,  have  been  introduced  or 
considered  in  the  104th  Congress.  These  proposals  include  national  sales  and 
value  added  taxes,  the  Armey  flat  tax,  and  the  Nunn-Domenici-Kerrey  USA  tax. 
Representative  Gephardt  has  proposed  a  major  reform  of  the  income  tax.  These 
proposals  alter  the  tax  base,  the  rate  structure,  and  the  point  of  collection  of  taxes 
in  ways  that  have  important  economic  implications. 

The  Armey  flat  tax,  although  often  discussed  as  if  it  were  an  income  tax, 
is,  like  the  value  added  and  national  sales  tax,  imposed  on  consumption.  The 
USA  tax,  billed  as  a  consumption  tax,  may  actually  be  closer  to  a  wage  tax. 

Consumption  taxes  can  be  characterized  as  a  tax  on  old  capital  and  wages. 
This  tax  burden  may  be  passed  on  to  owners  of  old  capital  and  wages  in  a  variety 
of  ways.  For  indirect  taxes  such  as  sales  and  value  added  taxes  imposed  on 
businesses,  which  would  need  price  accommodation  to  avoid  an  economic  contraction, 
this  burden  is  imposed  because  of  reduced  purchasing  power  of  wages  and  assets, 
due  to  higher  prices  of  consumption  goods.  For  a  direct  consumption  tax,  as 
envisioned  as  a  major  part  of  the  USA  tax,  the  taxes  are  imposed  directly. 

For  the  Armey  flat  tax,  however,  the  tax  is  split,  with  the  wage  tax  largely 
collected  directly  from  individuals  and  the  tax  on  old  capital  from  firms.  This 
unique  combination  suggests  that  there  will  be  no  need  to  accommodate  the  tax 
with  prices,  but  also  implies  that  stock  market  values  should  fall  and  that  the 
burden  on  old  debt  (which  cannot  be  altered)  will  also  fall  on  equities  as  well. 
If  the  flat  tax  rate  is  about  of  20  percent,  the  stock  market  should  fall  by  about 
30  percent.  Some  stock  values  will  fall  more  than  others  depending  on  debt  shares. 
(Such  effects  would  also  be  expected  if  no  price  accommodations  were  made  to 
a  VAT  or  sales  tax;  wages  would  fall  as  well).  If  these  effects  do  not  occur,  the 
savings  effects  expected,  in  theory,  from  consumption  taxation  cannot  occur. 

The  USA  tax  has  elements  of  all  three  taxes:  a  small  traditional  VAT,  a 
collection  of  a  tax  on  old  capital  from  firms,  and  a  direct  consumption  tax.  Because 
of  its  extensive  transition  rules,  however,  the  tax  base  deviates  substantially  from 
a  consumption  tax  base,  and  moves  in  the  direction  of  a  wage  tax  base.  Its  direct 
effects  on  the  stock  market  should  be  smaller  than  the  flat  tax,  but  uneven. 

A  consumption  tax  tends  to  fall,  relative  to  an  income  tax,  more  heavily  on 
individuals  who  are  old  and  are  consuming  their  assets;  statistical  data  also  suggests 
that  it  tends  to  fall  more  heavily  on  lower  income  individuals.  A  number  of  other 
factors  affect  these  distributional  consequences.  A  consumption  tax  should,  in 
theory,  increase  savings,  but  it  is  not  clear  from  empirical  evidence  how  much 
of  an  effect  would  occur.  Much  of  this  savings  effect  would  be  undermined  under 
the  transitional  rules  of  the  USA  tax,  or  if  the  predicted  changes  in  stock  market 
values  do  not  occur  in  the  flat  tax. 
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THE  FLAT  TAX  AND  OTHER  PROPOSALS: 
WHO  WILL  BEIAR  THE  TAX  BURDEN? 


INTRODUCTION 

Several  proposals  for  major  reform  of  the  Federal  income  tax  system,  including 
replacement  of  the  current  tax  with  a  new  type  of  tax,  have  been  introduced  or 
considered  in  the  104th  Congress.' 

Straightforward  consumption  taxes,  including  a  value  added  tax  or  a  retail 
sales  tax  have  been  proposed  or  discussed.  Retail  sales  taxes,  now  commonly  used 
as  revenue  sources  by  the  States,  would  impose  a  tax  on  products  at  the  final 
stage  of  consumption.   Senator  Lugar  has  proposed  a  national  sales  tax. 

An  alternative  to  the  retail  sales  tax  is  the  value  added  tax,  or  VAT.  The 
VAT,  in  theory,  is  the  same  as  the  sales  tax,  except  that  it  is  collected  at  each 
stage  of  production.  It  is  termed  a  value-added  tax  because  the  tax  base  for  any 
given  firm  is  receipts  minus  purchases  from  other  businesses,  or  value  added. 
Two  forms  of  VAT  are  commonly  discussed:  the  European  style  VAT  where  firms 
pay  the  tax  and  take  a  credit  for  tax  on  purchases,  and  a  subtraction-method  VAT 
(also  sometimes  referred  to  as  a  business  transfer  tax),  where  the  cost  of  purchases 
from  other  businesses  is  deducted  from  the  base  before  applying  the  tax. 

This  latter  form  of  VAT  has  been  proposed  by  Representative  Gibbons;  such 
a  VAT  was  also  proposed  in  the  previous  Congress  by  Senators  Boren  and  Danforth. 

Also  under  discussion  is  the  Nunn-Domenici-Kerrey  proposal  for  a  combined 
direct  consumption  tax  (with  graduated  rates)  on  individuals  and  a  VAT  on  firms 
(S.  722).  called  the  USA  tax  (for  unlimited  savings  account).  The  direct  consumption 
tax  imposes  the  tax  on  income  used  by  individuals  for  consumption  purposes,  rather 
than  on  the  products,  but  has  the  same  efi'ect  as  an  indirect  products  tax.  The 
USA  tax  is  modified  in  a  number  of  ways,  however,  through  a  series  of  transition 
rules  that  allow  firms  and  individuals  to  recover  the  basis  of  existing  assets,  in 
some  cases,  and  by  other  rules  which  cause  the  proposal  to  differ  substantially 
from  a  pure  consumption  tax.  The  USA  tax  substitutes  for  both  the  income  tax 
and  the  employer's  share  of  the  pajToll  tax. 

The  flat  tax  proposal  advanced  by  Representative  Armey  (and  introduced 
as  H.R.  4584,  with  a  companion  bill,  S.  1050,  introduced  by  Senator  Shelby  and 
a  similar  bill,  S.  488  introduced  by  Senator  Specter)  is  one  of  the  most  frequently 
discussed.  The  fiat  tax  would  be  imposed  on  wage  income  of  individuals  and  in 


See  Flat  Tax  Proposals:  An  Overview  Congressional  Research  Service  Issue  Brief  IB95060, 
by  James  M   BickJey  for  more  detail  on  the  features  of  these  tax  proposals 
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the  form  of  a  modified  VAT  on  firms,  where  wages  would  be  deducted  from  the 
base.  Thus,  the  firm  tax  would  be  imposed  on  business  receipts  minus  purchases, 
including  capital  goods,  and  wages  paid.  The  basic  idea  for  this  type  of  tax  was 
developed  by  Robert  Hall  and  Alvin  Rabushka,  and  the  tax  is  also  sometimes  referred 
to  as  the  Hall-Rabushka  tax.  There  is  an  exemption  from  the  wage  tax  portion, 
so  that  the  effective  tax  rate  is  graduated  on  wages. 

Finally,  Representative  Gephardt  has  proposed  a  significant  revision  of  the 
current  income  tax,  through  broadening  the  base  and  lowering  the  rates,  while 
maintaining  graduated  rates. 

These  proposals  have  been  motivated  by  a  variety  of  reasons:  among  them, 
simplifying  tax  administration  and  compliance,  and  increasing  savings  and  economic 
efficiency.  Distributional  issues  have  been  an  important  concern  as  well,  along 
with  the  consequences  of  the  transition  to  a  major  new  tax  system,  which  will 
inevitably  produce  winners  and  losers  among  different  firms.  Before  the 
distributional  or  incentive  consequences  of  proposals  can  be  fully  understood, 
however,  it  is  important  to  understand  how  tax  burdens  are  being  altered  with 
these  tax  proposals. 

Taxes  can  be  imposed  on  different  bases  --  in  particular,  on  income, 
consumption,  or  wages.  They  can  also  be  flat  or  graduated.  They  can  be  imposed 
either  on  products  (to  be  paid  by  firms),  firms,  or  individuals.  All  of  these  aspects 
of  a  tax  revision  may  have  some  implications  for  the  burden  -  and  therefore  the 
incentive  and  distributional  effects  --  of  tax  changes. 

In  some  cases,  the  nature  of  the  tax  being  proposed  is  not  transparent,  and 
in  all  cases,  the  way  in  which  different  types  of  taxes  shift  the  tax  burden  may 
not  be  clear.  The  remainder  of  this  paper  identifies  the  basic  nature  of  these  tax 
proposals  and  the  consequences  for  the  tax  burden. 

The  first  section  of  the  paper  identifies  the  type  of  tax  --  income,  consumption, 
or  wage  -  to  be  imposed  by  each  proposal,  based  on  identifying  national  aggregates. 
The  following  sections  explains  how  the  different  tax  types  --  even  though  their 
aggregate  tax  bases  may  seem  similar  -  shift  the  burden  among  individuals.  The 
final  section  presents  a  brief  overview  of  the  economic  consequences  of  these 
proposals,  including  effects  on  distribution,  savings,  economic  efficiency. 


WHAT  KIND  OF  TAX  IS  THIS? 

The  national  sales  tax  and  VAT  proposals,  as  well  as  the  USA,  tax  are  referred 
to  as  consumption  taxes.  However,  as  is  demonstrated  in  this  section,  the  fiat 
tax  (which  is  often  perceived  as  an  income  tax)  is  also  a  consumption  tax.  And, 
as  shown  in  a  subsequent  section,  the  USA  tax,  referred  to  as  a  consumption  tax, 
may  be  more  like  a  wage  tax. 
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A  GENERAL  EXPLANATION 

The  relationship  between  a  wage  and  income  tax  is  reasonably  straightforward: 
since  income  consists  of  wage  income  and  capital  income,  an  income  tax  can  be 
transferred  into  a  wage  tax  merely  by  exempting  capital  income.  The  relationship 
of  a  consumption  tax  (which  has  to  do  with  uses  of  income  rather  than  sources 
of  income)  to  these  tax  bases  is  more  difficult  to  see.  For  example,  a  consumption 
tax  can  also  be  described  as  a  tax  on  wages  plus  a  tax  on  old  capital.  Even  if  all 
income  were  consumed,  so  that  the  aggregate  tax  bases  were  identical,  there  would 
still  be  a  difference  in  tax  burden  between  an  income  and  a  consumption  tax  on 
particular  individuals.  Similarly,  even  if  total  consumption  equaled  total  wages, 
the  tax  burden  imposed  through  a  consumption  tax  would  be  greatly  different 
from  that  imposed  through  a  wage  tax. 

A  sales  tax  on  consumption  goods  (that  excludes  purchases  made  by  business) 
is  a  tax  that  is  clearly  imposed  on  the  expenditure  of  income  (from  any  source) 
on  consumption.  (Purchases  of  capital  goods,  such  as  machinery  and  buildings, 
are  not  taxed.) 

A  VAT  performs  the  same  function  as  a  sales  tax  but  collects  the  tax  in  pieces. 
Under  a  European-style  VAT,  the  retailer  pays  tax  on  gross  sales  just  as  he  would 
under  a  sales  tax,  but  gets  a  credit  for  the  tax  associated  with  purchases  from 
his  suppliers.  The  supplier  in  turn  pays  a  tax  on  his  gross  sales,  again  receiving 
a  credit  for  his  supplies.  The  supplier's  suppliers,  in  turn,  pay  a  tax,  so  that 
essentially  the  entire  cost  of  the  good  is  subject  to  tax.  When  all  the  bits  of  tax 
paid  throughout  the  entire  chain  of  production  are  added  up,  they  are  the  same 
as  a  retail  sales  tax.  (All  firms  get  a  credit  for  the  tax  on  capital  purchases  as 
well.) 

A  subtraction-method  VAT  is  the  same  as  a  credit-method  VAT,  except  that 
rather  than  paying  the  tax  and  getting  a  credit  for  intermediate  purchases, 
intermediate  purchases  are  subtracted  from  the  base  before  the  tax  is  imposed." 

The  USA  tax  includes  a  VAT  at  the  firm  level,  and  it  also  imposes  a  direct 
tax  on  consumption  at  the  individual  level  by  taxing  all  income,  but  deducting 
savings  from  the  base.  The  flat  tax  imposes  a  tax  on  wages  for  individuals,  and 
a  VAT  with  wages  deductible  for  firms. 

The  relationship  between  income,  wage,  and  consumption  taxes  can  be  seen 
with  a  couple  of  simple  equalities  in  the  economy,  which  can  be  used  to  demonstrate 
the  nature  of  these  taxes.  First,  equate  the  income  and  expenditure  sides  of  the 
economy  as  follows: 


The  principal  differences  between  the  two  methods  is  that  the  credit  method  can  be  easily 
used  to  differentiate  the  tax  rates  across  different  types  of  goods  and  also  may  contribute  to  better 
compliance  since  firms  report  the  purchases  that  generate  credits  The  subtraction  method  is  easier 
for  firms  to  comply  with,  especially  if  an  income  tax  already  exists. 
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Expenditure  =  Income 

i  1 

Consumption  +  Investment      =  Wages  +  Capital  Income 


Consumption  =      Wages  +  Capital  Income   -  Investment 

One  can  now  see  why  the  flat  tax  is  a  consumption  tax.  In  the  aggregate, 
it  taxes  wages  (to  individuals)  and  it  taxes  capital  income  minus  investment  (or 
savings )  through  its  modified  VAT  on  firms. '^  (The  modified  VAT  is  gross  receipts 
minus  wages  minus  purchases,  including  capital  goods  investments,  which  is  capital 
income  minus  savings. )  Also,  one  can  see  that  the  consumption  tax  base  is  smaller 
than  the  income  base  (tj^iically  about  90  percent)  and  that  the  wage  tax  base  is 
smaller  than  both  if  capital  income  is  larger  than  investment  (tjrpically  wages 
are  about  75  percent  of  income). 

It  should  be  noted  that  this  splitting  and  collection  of  the  tax  in  pieces  causes 
the  tax  not  to  look  like  a  consumption  tax  to  any  particular  taxpayer.  To  the 
individual  who  has  passive  investments  (in  stocks  and  bonds),  the  flat  tax  looks 
like  a  tax  on  wages,  and  to  firms  it  looks  more  like  a  tax  on  income  than  a  VAT, 
because  wages  are  deducted.  Nevertheless,  if  firms  act  rationally  in  making  their 
investment  decisions,  the  equivalent  of  consumption  taxation  will  be  accomplished 
for  each  individual  if  there  were  only  equity  claims  to  capital.  (As  explained  later, 
this  conclusion  must  be  modified  if  there  is  debt  and  individuals  do  not  hold  equal 
shares  of  equity  and  debt  claims,  since  the  burden  on  debt  is  shifted  to  equity 
when  there  is  no  price  accommodation  to  the  tax  change.) 

The  USA  tax  is  slightly  more  complicated,  because  it  imposes  two  consumption- 
based  taxes.  The  corporate  tax  is  replaced  by  an  11-percent  VAT;  and  the  individual 
income  tax  is  replaced  by  a  direct  consumption  tax.  Thus,  there  is  actually  a 
double-consumption-tax  on  corporate  goods.  This  double-tax  is  partly  offset  at 
the  corporate  level  by  allowing  a  credit  against  the  employers'  share  of  pajToll 
taxes  (now  set  at  7.85  percent),  so  that  the  corporate  VAT  is  really  like  a  3.15- 
percent  VAT  and  a  7.85-percent  modified  VAT  similar  to  the  flat  tax  approach 
(imposed  on  the  return  to  capital  minus  investment).  Alternatively  one  could 
say  that  there  is  a  11 -percent  VAT  for  corporate  production  and  a  7.85-percent 
wage  tax  imposed  on  noncorporate  business,  in  addition  to  the  direct  consumption 
tax  imposed  at  the  individual  level.  Either  way,  some  differential  vidll  be  introduced 
between  consumption  goods  produced  by  the  corporate  vs  the  noncorporate  sector, 
but  it  will  be  smaller  than  11  percent. 


In  this  discussion,  we  use  savings  and  investment  interchangeably  In  an  open  economy, 
national  savings  can  differ  from  domestic  investment,  but  this  pomt  is  not  important  to  the  explanation 
of  the  consumption  tax  base.  Note  also  that  we  consider  only  the  major  features  of  the  flat  tax; 
for  example,  frmge  benefits  other  than  {tensions  are  taxed  at  the  firm  level,  rather  than  the  mdividual 
level,  so  that  some  portion  of  compensation  is  actually  taxed  to  firms. 
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Aside  from  this  issue,  however,  the  USA  tax  actually  has  a  smaller  base  than 
a  consumption  tax  base  because  it  allows  the  value  of  assets  existing  at  the  time 
the  tax  is  imposed  to  be  deducted  from  the  tax  base  when  converted  into 
consumption.  That  makes  the  base  fall  below  the  consumption  tax  base.  In 
particular,  it  moves  the  tax  in  the  direction  of  a  wage  base  --  a  point  that  will 
loe  clarified  in  the  next  section  when  it  is  demonstrated  that  a  consumption  tax 
is  equal  to  a  tax  on  wages  plus  a  tax  on  old  capital. 

Before  turning  to  that  issue,  however,  it  may  be  useful  to  explain  how  the 
current  income  tax  can  be  transformed  into  the  various  types  of  taxes. 


LINKS  BETWEEN  TAX  BASES 

It  may  also  be  helpful  to  identify  exactly  how  it  is  that  a  tax  proposal  becomes 
a  consumption  tax,  and  how  that  condition  can  be  distinguished  from  the  rate 
structure  or  the  point  of  imposition  or,  even,  general  reforms  of  the  income  tax 
base.  One  can  link  the  tax  bases  moving  from  an  income  tax  base  to  a  sales  tax 
with  the  following  illustration,  which  shows  the  progression  from  the  current 
income  tax  to  the  flat  tax,  the  VAT,  and  the  retail  sales  tax. 

( 1 )  From  the  current  income  tax  to  a  more  broad  based  tax:  If  we  introduced 
further  reforms  in  the  tax  base  (eliminating  most  itemized  deductions,  and  so 
forth),  we  would  have  a  broad-based  income  tax.  The  Gephardt  proposal  contains 
revisions  along  these  lines. 

(2)  From  the  corporate  and  individual  income  tax  to  a  single-level  income 
tax:  If  we  took  the  current  income  tax  and  eliminated  taxation  of  interest,  dividends 
and  capital  gains  at  the  individual  level,  while  at  the  same  time  disallowing  the 
deductibility  of  interest,  we  would  have  a  proposal  for  corporate  tax  integration 
similar  to  the  comprehensive  business  income  tax  (CBIT),  which  was  discussed 
in  a  Treasury  study  in  1992.  Such  a  tax  would  be  a  single-level  income  tax,  with 
capital  income  taxed  at  the  firm  level  and  wage  income  at  the  individual  level. 
Graduated  rates  and  exemptions  would  still  be  applied  to  the  wage  base;  capital 
income  could  be  taxed  at  the  top  individual  rate  or  at  some  other  rate. 

(3)  From  a  single-level  income  tax  to  a  flat  income  tax:  If  we  imposed  flat 
rates,  allowing  only  a  flat  exemption  for  individual  returns,  we  would  have  a  flat 
income  tax,  with  an  exemption. 

(4)  From  the  flat  income  tax  to  the  flat  [consumption]  tax:  If  we  now  eliminated 
depreciation  and  deductions  for  inventories  currently  held  when  sold,  but  allowed 
the  deduction  of  acquisitions  of  capital  assets  and  purchase  of  inventories,  we 
would  transform  the  flat  income  tax  into  a  flat  consumption  tax  like  the  current 
proposed  flat  tax. 

(5)  From  the  flat  tax  to  the  VAT:  If  we  eliminated  the  tax  on  wages  at  the 
individual  level  and  added  wages  to  the  business  tax  base,  we  would  have  a 
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subtraction  method  VAT.  (That  would,  of  course,  require  sacrificing  the  individual 
exemption.) 

(6)  From  the  VAT  to  the  retail  sales  tax:  If  we  eliminated  the  tax  on  all  firms 
producing  intermediate  goods  and  simply  imposed  it  at  the  final  point  of  retail 
sale,  without  a  deduction  for  purchases,  we  would  have  a  retail  sales  tax  on 
consumption. 

Note  that  this  taxonomy  does  not  include  all  potential  taxes.  If  we  skipped 
the  firm  level  tax  altogether  in  the  fiat  tax  proposal,  we  would  have  a  tax  on  wages. 
If  we  collected  the  tax  on  firms  and  taxed  capital  income  at  the  individual  level 
(which  would  include  taxing  shareholders  on  their  share  of  corporate  earnings), 
we  would  have  one  level  of  tax  at  the  individual  level.  If  we  then  allowed  the 
inclusion  of  sales  of  assets  and  loans  and  the  deductions  of  purchases  of  assets 
and  repajTnent  of  loans,  we  would  have  a  direct  consumption  tax. 

The  USA  tax  combines  a  VAT  on  firms  with  a  direct  consumption  tax  on 
individuals,  which  is  substituted  for  the  income  tax  and  part  of  the  payroll  tax. 
It  thus  skips  the  corporate  integration  step  (thereby  imposing  a  potential  double 
tax  on  consumption  --  once  at  the  individual  level  and  once  at  the  firm  level). 
However,  it  offsets  the  taxes  on  old  capital  at  both  levels  by  allowing  tax  free 
recovery  of  capital,  moving  in  the  direction  of  a  wage  tax. 

To  some  extent,  the  choice  of  tax  base,  fiat  or  graduated  rate,  and  point  of 
collection  are  independent.  There  is  an  exception:  indirect  taxes  like  the  VAT 
and  sales  taxes  cannot  incorporate  graduated  rates.  Aside  from  that  exception, 
however,  individual  taxes  or  firm  level  taxes  can  be  imposed  on  any  of  the  bases. 


WHO  BEARS  THE  TAX  BURDEN?:   A  DIRECT  CONSUMPTION  TAX 

Consumption  taxes  are  usually  thought  of  with  reference  to  the  uses  of  funds, 
rather  than  sources.  However,  they  can  also  be  linked  to  sources,  and  that  will 
enhance  our  understanding  of  who  bears  the  tax  burden.  For  a  consumption  tax, 
particularly  one  that  is  imposed  as  a  substitute  for  an  income  tax,  the  distribution 
of  the  burden  across  age  groups  is  a  crucial  feature,  and  is  the  first  step  towards 
assessing  the  changes  in  tax  burdens  across  incomes. 


BURDENS  OF  THE  YOUNG  AND  THE  OLD 

Essentially,  a  consumption  tax  is  a  tax  on  wages  plus  old  capital  (including 
any  earnings  present  or  future  by  the  holder  of  old  capital  until  the  asset  is  sold). 
One  can  see  this  by  disaggregating  the  consumption  tax  base,  whose  aggregate 
relationship  obscures  another  activity  that  is  going  on  in  the  economy:  the  sale 
and  purchase  of  assets.  Given  a  consumption  tax  imposed  in  the  form  of,  say, 
a  sales  tax  on  consumer  goods,  we  could  redefine  the  consumption  tax  base  as: 
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Consumption    =   Wages  +  Old  Asset  Sales  -  Old  Asset  Purchases 
+  Capital  Income  -  Investment 

This  relationship  allows  an  understanding  of  why  a  consumption  tax  is  a 
tax  on  wages  plus  old  capital.  Consider  a  highly  simplified  illustration  of  an  economy 
with  only  two  groups  of  people,  the  old  and  the  young.  In  a  given  period,  when 
the  consumption  tax  is  imposed,  the  old  people  own  all  of  the  capital  initially, 
which  they  then  use  for  consumption  by  selling  the  capital  to  the  young  (they 
also  consume  the  capital  income).  Thus,  their  tax  base  is  old  asset  sales  plus  capital 
income  from  capital.  The  young  have  only  wages,  but  they  save,  buying  the  existing 
capital  from  the  old,  and,  if  the  economy  is  growing,  also  spending  some  of  their 
wages  on  newly  manufactured  capital  goods.  They  pay  a  tax  on  their  wages  which 
are  used  for  consumption,  but  not  on  their  wages  which  are  used  for  asset  purchases. 
Thus,  their  part  of  the  tax  base  is:  wages  minus  old  asset  purchases  minus 
investments  in  newly  manufactured  assets. 

Hence,  splitting  up  the  above  tax  base  into  two  parts: 

1.  Consumption  of  the  Old  =    Old  Asset  Sales  +  Capital  Income 

2.  Consumption  of  the  Young  =  Wages  -  Old  Asset  Purchases  -  Investment 

The  consumption  base  can  now  be  seen  to  include  the  existing  capital  stock. 
Of  course,  at  the  same  time,  the  wage  base  of  the  young  is  reduced  by  purchases 
of  that  existing  capital  stock  in  addition  to  new  investment.  But  the  young 
essentially  only  pay  a  tax  on  wages.  They  defer  the  tax  on  the  part  of  those  wages 
that  is  not  immediately  consumed,  until  it  is  consumed.  For  example,  in  this  simple 
model,  when  the  young  become  old  the  next  year,  their  capital  assets  will  be  sold 
and  taxed  along  with  any  interest  earned,  when  it  is  turned  into  consumption. 
The  present  value  of  this  tax  is  the  same  as  if  the  wages  were  taxed  when  earned, 
so  that  the  effect  is  the  same  as  wage  taxation  for  the  young,  except  that  part 
of  it  is  collected  (with  interest)  in  the  following  year.  Another  way  of  thinking 
about  this  is  that  young  individuals  pay  a  tax  on  their  wages,  but  then  they  receive 
a  tax  benefit  on  their  savings  (just  as  in  the  case  of  an  IRA).  This  tax  is  repaid 
with  interest  the  next  year.  In  present  value  terms,  they  are  indifferent  between 
paying  the  full  tax  on  wages  now  and  paying  part  of  the  tax  now  and  deferring 
part  and  paying  it  with  interest  in  the  next  period. 

This  example  also  illustrates  how  the  tax  burden  in  shifted  in  moving  from 
an  income  tax  to  a  consumption  tax.  Under  the  income  tax.  the  tax  base  for  the 
old  was  much  smaller,  because  only  the  return  to  capital  (interest,  dividends,  etc.) 
was  taxed,  and  not  the  return  of  capital.  Under  a  consumption  tax  both  of  these 
are  taxed.  Moreover,  the  tax  rate  will  be  slightly  higher,  because  the  overall  tax 
base  is  smaller. 

The  young  have  their  taxes  lowered,  however.  They  are  effectively  exempted 
from  any  tax  on  their  earnings  from  savings,  and  this  exemption  is  large  enough 
to  offset  the  slightly  higher  tax  rate  imposed. 
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A  mathematical  demonstration  of  these  points  is  provided  in  Appendix  A. 


OTHER  ISSUES 

The  timing  of  the  exemption  of  new  capital  from  the  tax  is  crucial  in  achieving 
a  smooth  flow  of  tax  revenue.  If  a  tax  were  directly  imposed  on  wages  and  old 
capital,  the  initial  year's  tax  base  would  be  enormous,  since  the  capital  stock  is 
three  to  four  times  the  size  of  the  economy,  and  thereafter  would  be  a  much  smaller. 
To  ofTset  this  effect,  the  purchases  of  this  capital  by  the  young  are  deducted  from 
wages.  That  is,  part  of  the  tax  on  wages  is  deferred  until  the  capital  is  consumed, 
producing  a  much  smaller  base,  leaving  a  base  that  is  only  slightly  larger  than 
the  wage  base,  and  maintaining  a  larger  base  in  the  future. 

Of  course,  the  actual  economy  is  much  more  complicated,  since  it  has  many 
generations  and  only  a  portion  of  the  capital  stock  is  sold  each  year.  Other  things 
equal,  the  young  tend  to  pay  a  relatively  smaller  tax  but  the  burden  increases 
with  each  generation,  until  the  heaviest  tax  is  borne  by  the  old.  The  eventual 
effect,  however,  is  nevertheless  the  same:  the  consumption  tax  base  is  old  capital 
and  wages  and  consumption  taxes  do  not  impose  a  tax  on  the  rate  of  return  to 
new  investment. 

This  illustration  not  only  simplifies  the  generations,  but  also  simplifies  other 
matters.  Some  individuals  who  might  be  described  as  "lifetime  poor"  do  very  little 
savings;  in  their  case  the  income  tax,  consumption  tax,  and  wage  base  are  virtually 
identical.  How  the  burden  of  the  tax  shifts  depends  on  how  the  rates  and  exemption 
levels  change,  and  whether  transfer  payments  are  effectively  subject  to  tax.  Some 
individuals  who  are  extremely  wealthy,  on  the  other  hand,  may  pass  on  wealth 
from  one  generation  to  another  without  ever  consuming  it.  Even  though  the 
consumption  tax  burden  would  eventually  apply  when  consumption  takes  place, 
such  an  event  may  be  unlikely  to  occur. 

These  illustrations  demonstrate  why  the  consumption  tax  is  referred  to  by 
economists  as  a  tax  on  wages  plus  old  capital.  They  also  suggest  that  the  concern 
about  transition  rules  to  provide  relief  to  old  capital  are  inconsistent  with  the 
fundamental  nature  of  a  consumption  tax.  A  consumption  tax  with  an  exemption 
of  tax  on  old  capital  moves  the  tax  towards  a  wage  tax,  and  it  would  be  much 
easier  to  impose  the  tax  in  that  way,  as  a  wage  tax.  When  the  USA  tax,  for  example, 
allows  individuals  to  recoup  basis  tax  free  or  firms  to  recoup  depreciation  on  the 
existing  capital  stock,  it  is  transforming  the  consumption  tax  base  into  something 
quite  different  --  a  tax  whose  consequences  vary  across  the  generations  in  ways 
very  different  from  income,  consumption,  or  wage  taxes. 


WHO  BEARS  THE  TAX  BURDEN:    INDIRECT  CONSUMPTION  TAX 

The  illustrations  made  thus  far  are  for  a  consumption  tax  imposed  directly 
on  individuals.  Many  of  the  tax  proposals  being  discussed  are  not  of  that  nature. 
The  VAT  and  sales  tax  approaches  impose  taxes  not  on  the  individual,  but  on 
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firms.  The  Hall-Rabushka  approach,  as  embodied  in  the  Armey  flat  tax  proposal, 
imposes  a  tax  on  wages  at  the  individual  level,  and  imposes  the  remainder  of  taxes 
on  the  firm.  A  portion  of  the  USA  tax  is  imposed  on  firms  via  a  value-added  tax. 
These  taxes  only  resemble  the  direct  consumption  approach  if  all  individuals  run 
and  work  in  their  own  businesses.  But  most  capital  is  held  in  the  form  of  financial 
claims  (stocks  and  bonds)  and  most  individuals  work  for  others. 


VATS  AND  SALES  TAXES:   WHEN  PRICES  RISE 

In  assessing  the  burden  of  indirect  consumption  taxes,  it  is  important  to 
distinguish  between  those  types  of  proposals  that  are  likely  to  require  a  general 
price  accommodation  and  those  that  are  not.  A  national  sales  tax,  or  a  value  added 
tax,  because  it  creates  a  wedge  between  the  prices  charged  by  the  firms  and  the 
overall  costs  of  production  -  and  in  particular  labor  income  -  would  tend  to  produce 
an  economic  contraction  if  no  price  accommodation  is  made,  due  to  sticky  wages 
and  prices  (i.e.,  firms  would  find  it  hard  to  lower  their  wages  to  allow  them  to 
pay  the  tax  and  might  begin  reducing  their  work  force  instead). 

If  prices  are  allowed  to  rise  to  accommodate  an  indirect  consumption  tax  levied 
in  the  form  of  a  VAT,  then  the  true  burden  of  the  tax  is  exactly  as  described  in 
the  previous  section  (ignoring  transfer  payments),  but  is  accomplished  not  through 
direct  tax  payments  but  through  reduced  purchasing  power.  Wages  and  asset 
prices  do  not  fall  but  their  purchasing  power  with  respect  to  consumption  goods 
declines  to  produce  exactly  the  same  result  (in  terms  of  real  quantities  of  goods 
consumed)  as  in  the  direct  consumption  tax  case.'' 

If  transfer  payments  are  not  indexed,  they  will  effectively  be  taxed  by  an  indirect 
tax  that  leads  to  price  accommodation. 


THE  FLAT  TAX:   WHEN  PRICES  DO  NOT  RISE 

This  shifting  of  the  tax  burden  via  price  rises  can  be  contrasted  with  the 
Armey  fiat  tax  proposal.  In  general,  wage  income  is  taxed  directly  in  the  fiat  tax 
(with  the  exception  of  fringe  benefits),  while  the  remainder  of  the  consumption 
base  (capital  income  minus  net  investment),  is  taxed  at  the  firm  level.  Because 


The  indirect  tax  rate,  if  it  is  imposed  on  post-tax  consumption  ratlier  than  pretax  resources 
available  for  consumption,  as  in  the  case  of  a  sales  tax,  would  be  higher  (Prices  of  investment 
goods  would  not  rise  because  they  are  exempt  from  the  tax)  For  example,  if  a  twenty  percent 
direct  consumption  tax  is  imposed,  after  tax  consumption  wall  be  only  80  percent  of  income  after 
subtracting  taxes  and  savings  A  sales  tax  would  have  to  be  levied  at  a  25  percent  rate,  however, 
so  that  the  consumer,  when  purchasing  $80  dollars  of  goods  net  of  tax  would  also  have  to  pay  a 
25  percent  tax  ($20/$80)  in  order  to  sptend  $100  and  maintain  the  ratio  of  80  to  100  Technically, 
a  tax  levned  on  post  tax  consumption  would  be  at  a  rate  equal  to  v/(l-v),  where  v  is  the  tax  rate 
on  resources  available  for  consumption  If  consumption  on  the  left  hand  side  of  the  equations  in 
the  consumption  tax  box  were  multiplied  by  (1  +  s),  where  s  is  the  sales  tax  rate  equal  to  v/(l-v), 
and  the  direct  tax  on  the  right  hand  side  were  dropf)ed,  the  equations  would  be  identical 
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wages  are  taxed  to  individuals  rather  than  to  the  firm,  there  is  no  reason  to 
accommodate  the  tax  with  a  rise  in  price. 

For  individuals  whose  capital  is  solely  invested  in  their  own  businesses  and 
who  have  no  debt,  the  results  are  exactly  like  a  direct  consumption  tax.  A  business 
that  is  making  new  investments  has  a  tax  base  that  includes  gross  receipts  of 
the  firms  (reflecting  wage  income  of  the  owner  plus  profits  from  capital  plus  sales 
of  assets)  minus  purchases  of  assets,  which  is  a  consumption  tax  base. 

For  other  individuals,  however,  the  tax  does  not  resemble  a  tax  on  consumption. 
Looking  just  at  the  individual  tax,  it  appears  to  be  a  tax  on  wages,  which  means 
that  the  young  in  our  stylized  example  are  actually  paying  as  much  or  more  than 
in  the  income  tax  because  they  have  the  same  tax  base  with  a  slightly  higher  rate. 
The  old  appear  to  be  paying  no  taxes  at  all. 

Nevertheless,  the  tax  that  falls  on  firms  must  be  paid  by  some  individual  - 
-  either  through  capital  income,  wage  income,  or  asset  prices. 

We  consider  first  the  effect  on  corporate  equities  when  there  is  no  debt,  and 
secondly  the  overall  effect  on  financial  assets  when  there  is  debt.  A  mathematical 
proof  is  given  in  Appendix  B. 

The  Effect  on  the  Stock  Market:   No  Debt  in  the  Economy 

The  effect  of  the  Armey  fiat  (Hall-Rabushka)  tax  should  be  a  pronounced 
fall  in  the  stock  market,  according  to  economic  theory.  In  the  case  where  there 
is  no  debt,  that  fall  should  reflect  the  tax  rate  --  if  the  rate  is  20  percent,  the  stock 
market  should  fall  by  twenty  percent.  In  fact,  such  a  fall  would  simply  create 
the  same  true  outcome  in  terms  of  real  purchasing  power  as  the  case  of  a  VAT 
or  sales  tax  with  price  accommodation  -  the  purchasingpower  of  assets  has  fallen. 
With  price  accommodation,  it  occurs  because  the  same  sales  price  of  assets  in  nominal 
terms  will  purchase  fewer  goods  because  the  price  of  goods  has  increased.  Without 
price  accommodation,  where  the  price  of  goods  is  fixed,  the  value  of  assets  must 
fall. 

Note  that  a  fall  in  the  stock  market  by  the  rate  of  the  tax  will  again  produce 
identical  results  to  the  direct  consumption  tax.  The  old  individual  will  sell  his 
asset  for  (1-v)  less,  while  the  young  individual  will  be  able  to  purchase  his 
investments  at  a  discount.  As  with  the  direct  tax,  this  discount  must  be  repaid 
with  interest  when  he  sells  the  asset  in  the  next  period. 

What  causes  the  stock  market  to  fall?  The  basic  reason  is  that  for  a  newly 
manufactured  asset  (or  a  new  firm),  the  rate  of  return  on  investment  is  going 
up,  because  the  firm's  deduction  of  asset  acquisition  costs  (which  is  equivalent 
to  imposing  no  tax  in  present  value  terms)  renders  the  return  higher.  That  means 
that  individual  rate  of  return,  or  discount  rate,  is  higher  on  a  new  investment 
than  an  existing  one.  Since  the  return  from  old  capital  in  existing  corporations 
IS  still  subject  to  the  tax;  the  only  way  to  make  the  return  on  the  existing  stocks 
equal  to  the  return  on  the  new  investment  (and  make  the  individual  willing  to 
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purchase  it)  is  for  the  stock  value  to  fall  by  the  amount  of  the  tax.  For  example, 
suppose  the  pretax  rate  of  return  is  R;  if  the  cash  flow  tax  rate  is  v,  then  the 
flow  of  profits  from  ownership  of  an  existing  stock  that  originally  represented 
a  dollars  worth  of  capital  is  R(  1-v).  But  a  new  asset  will  earn  a  return  of  R  because 
its  acquisition  cost  can  be  deducted.  If  the  value  of  stock  falls  to  (1-v)  it  will  earn 
the  same  rate  of  return  as  a  new  investment. 

To  present  a  simple  example,  suppose  the  pre-tax  return  is  10  percent  and 
the  tax  rate  is  20  percent.  A  new  investment  will  earn  a  10  percent  rate  of  return, 
but  an  existing  one  (where  the  flow  of  capital  is  subject  to  the  tax)  will  earn  only 
8  percent.  Suppose  a  share  of  stock  sells  for  $100.  After  tax,  there  is  a  annual 
return  of  $8.  If  the  price  of  the  stock  fell  to  $80,  it  would  now  earn  a  return  of 
10  percent  ($8/$80),  making  it  as  attractive  an  investment  as  a  new  $80  investment 
that  will  earn  $8,  for  a  rate  of  return  of  10  percent. 

Another  way  to  look  at  this  is  from  the  maximization  of  profits  inside  the 
firm.  If  the  tax  rate  is  twenty  percent,  then  a  new  asset  that  costs  a  dollar  to 
construct  can  be  purchased  for  only  80  cents,  because  of  the  immediate  deduction 
of  costs.  (For  both  old  and  new  investment,  the  flow  of  return  will  be  taxed.) 
If  stock  can  be  sold  for  a  dollar,  then  the  firm  can  make  20  cents  on  the  sale. 
Thus,  at  the  margin,  it  would  make  sense  for  the  firm  to  keep  issuing  stock,  until 
the  price  drops  to  80  cents,  where  a  selling  stock  is  exactly  worth  the  value  of 
the  investment  it  purchases. 

This  analj^is  suggests,  therefore,  that  the  translation  of  an  indirect  consumption 
tax  such  as  the  Armey  tax  into  the  equivalent  of  a  direct  consumption  tax  would 
be  accompanied  by  a  dramatic  fall  in  the  value  of  the  stock  market.  Theoretically, 
this  fall  should  occur  immediately  if  the  tax  change  came  as  a  surprise  (otherwise, 
it  should  begin  to  occur  in  advance  of  the  adoption  of  the  tax). 

Of  course,  there  is  no  way  to  be  sure  that  this  phenomena  will  occur  as 
predicted  by  theory;  in  that  case,  the  Armey  flat  tax  becomes  a  tax  whose  incidence, 
even  in  a  fundamental  way,  is  unknown. 

The  same  sort  of  price  adjustment  process  would  occur  for  a  VAT  or  a  sales 
tax  where  price  change  was  not  accommodated.  Because  these  taxes  also  impose 
an  indirect  tax  on  wages,  wage  rates  should  fall  as  well. 

Debt  and  the  Effect  on  the  Stock  Market 

Part  of  the  financial  claims  to  assets  are  held  in  the  form  of  debt,  and  these 
nominal  claims  cannot  fall  in  value.  In  this  case,  the  equity  holders  must  bear 
the  burden  of  the  tax  on  old  capital.  In  particular,  for  each  original  dollar  of  value, 
the  asset  value  will  fall  by  the  full  amount  of  the  tax  on  all  capital,  even  if  equity 
provides  only  a  fraction  of  the  assets.  For  example,  if  the  tax  rate  is  20  percent 
and  equity  constitutes  two  thirds  of  the  total  asset  value,  then  the  value  of  assets 
will  fall  not  by  20  percent,  but  by  30  percent.  If  equity  constituted  one  half  of 
the  value,  the  asset  should  fall  by  40  percent.  (This  calculation  holds  if  either 
the  interest  rate  and  return  to  equity  is  the  same  or  if  new  investments  are  financed 
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in  the  same  proportion  as  old  ones,  net  of  the  initial  tax  savings,  and  no  other 
behavioral  changes  occur.  It  also  assumes  that  there  is  no  inflation.  This  issue 
is  discussed  further  in  the  appendix.) 

The  consequence  of  this  type  of  adjustment  means  that  the  type  of  consumption 
tax  envisioned  by  the  Hall-Rabushka  proposal  is  not  imposed  on  existing  holders 
of  debt,  who  pay  no  tax  on  either  return  of  principal  or  interest  on  old  capital. 
Their  burden,  however,  is  shifted  to  owners  of  equity.  If  all  individuals  held  equal 
portions  of  debt  and  equity,  this  effect  would  not  matter,  but  since  there  are  varying 
portfolios,  the  tax  would  impose  highly  unequal  tax  burdens  on  consumption. 


THE  USA  TAX:  A  MIXTURE  OF  EFFECTS 

The  USA  proposal  is  much  more  complicated  in  many  ways  than  the  other 
proposals.  It  includes  a  direct  consumption  tax,  as  well  as  a  VAT  on  corporations, 
part  of  which  is  effectively  imposed  on  labor  and  part  of  which  is  like  the  modified 
tax  under  the  Armey  proposal.  Were  its  departures  from  a  general  consumption 
tax  contained  at  this  point,  it  would  exhibit  some  of  the  characteristics  of  all  three 
forms  of  taxation  discussed:  a  direct  consumption  tax  that  imposes  a  tax  on  asset 
sales  and  exempts  purchases,  a  VAT  that  causes  overall  price  increases  that  reduce 
purchasing  power  in  general,  and  a  modified  VAT  that  causes  asset  prices  to  fall. 

The  USA  proposal  also  contains  a  lot  of  other  provisions  that  cause  a  departure 
from  a  consumption  tax.  Notably,  the  USA  proposal  allows  both  in  the  direct 
tax  and  in  the  corporate  tax  a  recovery  of  basis  of  existing  assets.  These  recoveries 
are  adopted  as  transition  rules. 

Allowingtax-free  recovery  of  basis  in  old  assets  is,  however,  inconsistent  with 
the  whole  concept  of  a  consumption  tax,  since  a  consumption  tax  is  a  tax  on  wages 
and  old  capital.  With  perfect  transition  rules  that  removed  the  tax  on  old  capital 
and  its  earnings  fully,  there  would  be  no  tax  on  capital  and  simply  a  wage  tax. 

The  recovery  rules  for  depreciation  in  the  USA  proposal  do  not  allow  full 
escape  from  the  tax  because  they  are  deducted  on  a  schedule;  this  has  the  effect 
of  offsetting  the  initial  windfall  loss  to  the  firm.  For  example,  if  the  present  value 
of  depreciation  allowed  on  existing  capital  is  equal  to  50  percent  of  the  current 
asset  value  of  the  firm,  then  fifty  percent  of  any  windfall  loss  will  be  offset.  For 
firms  that  have  assets  with  quick  recoveries  (such  as  inventories  and  shorter  lived 
depreciable  assets),  there  will  be  a  substantial  offset.  This  issue  is  discussed  further 
in  Appendix  B. 

Note  also  that  for  firms  with  ongoing  investment,  depreciation  allowances 
are  automatically  deducted  as  part  of  replacement  cost.  Thus,  there  is  no 
fundamental  element  of  "unfairness"  in  consumption  tax  treatment  in  the  loss 
of  depreciation  deductions  on  existing  assets;  indeed,  allowing  a  recovery  leads 
to  uneven  patterns  of  asset  losses  for  firms  depending  on  the  nature  of  their  assets. 
And,  of  course,  allowing  recovery  for  old  depreciation  when  the  nature  of  the  tax 
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causes  asset  prices  to  rise  will  actually  lead  to  an  increase  in  asset  value  (although 
nnthere  will  still  be  a  loss  in  purchasing  power). 

This  initial  offset  to  the  asset  price  fall  (or  the  price  rise)  will  eventually  be 
dissipated  as  time  goes  on  and  the  depreciation  deductions  are  used  up,  with  asset 
prices  eventuEilly  stabilizing  at  the  steady  state  where  asset  prices  fall  by  the  amount 
of  the  tax.  For  assets  sold  directly  (through  physical  sales),  these  deductions  are 
forfeited  in  some  cases;  in  others,  the  deductions  may  be  transferred  to  the 
purchaser. 

The  direct  consumption  tax  also  has  a  recovery  of  basis  which  acts  largely 
to  exclude  the  tax  on  old  capital.  It  continues  to  effectively  collect  a  tax  on  the 
return  to  old  capital  until  that  capital  is  sold  to  another  individual  as  the  older 
individuals  begin  to  draw  down  their  assets  to  consume.  For  individuals  no  longer 
working,  it  is  the  equivalent  of  an  income  tax  assuming  all  capital  is  eventually 
consumed;  for  individuals  still  working,  new  capital  investments  are  not  subject 
to  tax,  while  the  return  on  old  ones  is.  Thus,  only  workers  receive  reductions 
in  tax  with  the  effective  reductions  greatest  for  the  younger  workers. 

Note  that  the  transition  paths  are  very  different  for  the  two  recovery  methods  - 
-  in  the  corporate  tax,  the  effects  are  governed  by  specific  recovery  rules;  in  the 
direct  tax,  they  are  governed  by  the  consumption  patterns  of  individuals. 

There  are  other  proposals  in  the  USA  tax  that  also  affect  the  tax  burdens. 
For  example,  there  is  a  fixed  recovery  period  of  individuals  with  a  small  amount 
of  resources,  which  can  effectively  reduce  the  tax  burden  considerably.  In  addition, 
there  are  exclusions  for  a  substantial  amount  of  borrowing.  And,  for  wealthy 
individuals  there  are  a  number  of  potential  ways  to  avoid  tax  on  capital  income 
by  the  timing  of  borrowing.*  In  all,  the  effect  of  these  provisions  is  to  move  the 
USA  tax  closer  --  perhaps  much  closer  --  to  a  wage  tax  rather  than  a  consumption 
tax. 


ECONOMIC  CONSEQUENCES  OF  THE  NATURE  OF  A  TAX 

While  there  are  many  other  issues  associated  with  these  tax  changes,  and 
full  exploration  of  these  issues  is  beyond  the  scope  of  this  paper.  The  following 
is  a  brief  overview  of  some  of  these  issues. 


There  are  a  lot  of  other  comphcations  from  this  tax,  including  the  possibility  of  significant 
tax  avoidance  opportunities  among  wealthy  individuals  See  Martin  D  Ginsburg,  Life  Under  a 
Personal  Consumption  Tax  Some  Thoughts  on  Working,  Saving,  and  Consuming  in  Nunn-Domenia's 
Tax  World 
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DISTRIBUTION  ACROSS  THE  INCOME  CLASSES 

Based  on  annual  data,  a  consumption  tax  tends  to  fall  relatively  more  heavily 
on  lower  income  individuals  (other  things  equal)  because  these  individuails  consume 
a  larger  fraction  of  their  income.  Of  course,  the  distribution  across  income  classes 
is  influenced  not  only  by  the  nature  of  the  tax,  but  by  the  rate  structure  and  the 
tendency  to  induce  a  price  increase.  Also,  the  observed  distribution  across  incomes 
in  a  single  period  reflects  partly  the  effects  of  life  cycle  savings  -  individuals  in 
the  higher  earning  period  of  their  lives  tend  to  be  savers. 

The  consumption  tax  tends  to  shift  the  burden  to  holders  of  old  assets,  who 
are  likely  to  be  old.  The  young  tend  to  benefit  if  they  are  likely  to  do  a  significant 
amount  of  lifetime  saving,  but  the  young  who  do  little  lifetime  saving  can  be  made 
worse  off  if  tax  rates  are  much  higher.  Those  who  do  little  lifetime  saving  are 
likely  to  be  the  lifetime  poor.  At  the  same  time,  very  wealthy  individuals  with 
accumulated  assets  who  consistently  pass  on  wealth  across  the  generations  may 
also  avoid  the  tax  and  may  find  their  tax  burdens  lowered  indefinitely  compared 
to  an  income  tax.  Thus,  these  generational  shifts  probably  contribute  to  a  less 
progressive  tax. 

Of  the  types  of  taxes,  a  fully  indirect  tax  like  a  VAT  or  sales  tax  is  more  likely 
to  be  strongly  regressive.  Such  a  tax  can  only  be  imposed  at  a  flat  rate,  and  its 
form  of  imposition  causes  the  burden  on  old  capital  to  fall  on  savings  in  the  form 
of  interest  bearing  assets  (which  are  less  likely  to  be  held  by  higher  income 
individuals)  and  on  unindexed  transfers.  Direct  taxes,  which  are  partially  used 
in  the  flat  tax  and  the  USA  tax,  can  incorporate  low-income  exemptions  and  even 
graduated  rates,  although  it  is  very  difficult  to  compare  these  proposals  given 
the  extensive  set  of  exceptions  to  the  tax  base  in  the  USA  tax  and  the  uncertainty 
about  revenue  raising  potential. 

These  features  also  affect  tax  burdens  across  income  classes,  depending  on 
how  the  rate  structure  is  designed  and  whether  there  are  any  special  low  income 
relief  provisions. 


SAVINGS    RATES,    INTEREST    RATES    AND    OTHER    ECONOMIC 
ASSUMPTIONS 

As  compared  to  an  income  tax.  a  consumption  tax  of  equal  yield  is  predicted, 
by  life  cycle  models,  to  increase  savings  in  the  economy,  while  a  wage  tax  may 
either  increase  or  decrease  savings.  These  differences  are  due  to  the  windfall  tax 
on  the  old  that  occurs  in  a  consumption,  but  not  an  income,  tax.  There  are  two 
practical  caveats  to  attach  to  this  observation.  First,  there  is  not  a  great  deal 
of  evidence  that  there  is  a  response  of  the  type  predicted  by  economic  models, 
which  could  occur  if  individual  savings  decisions  are  heavily  distorted  by  imperfect 
information.  Secondly,  these  life  cycle  models  often  abstract  from  many  important 
characteristics  of  the  economy  which  could  have  an  effect. 
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If  the  savings  rate  increases  and  the  capital  stock  expands,  rates  of  return 
to  capital  will  ultimately  fall.  The  efTect  on  the  interest  rate,  however,  is  not  clear 
because  there  will  be  some  tendency  to  substitute  equity  for  debt  (since  debt  is 
currently  less  heavily  taxed  than  equity),  which  could  drive  up  the  interest  rate. 

The  efTects  on  the  housingmarket  will  vary  across  tax  provisions.  In  general, 
housing  is  already  exempt  from  the  income  tax  because  imputed  rent  is  not  taxed, 
and  thus  individuals  may  wish  to  substitute  other  assets  for  housing,  especially 
in  proposals  where  mortgage  interest  deductions  are  not  allowed  (as  they  should 
not  be  to  formulate  a  true  consumption  tax).  This  efTect  could  temporarily  drive 
down  housing  prices,  in  theory,  although  previous  episodes  of  tax  changes  that 
should  have  a  major  efTect  on  housing  prices  have  not  shown  much  effect.  This 
lack  of  efTect  could  occur  if  the  demand  for  housing  is  relatively  inelastic. 


ECONOMIC  EFFICIENCY 

Economic  efficiency  typically  means  that  resources  will  be  allocated  in  a  manner 
consistent  wath  market  prices.  A  pure  consumption  or  pure  wage  tax  would  allocate 
capital  more  efficiently  than  the  current  income  tax  (although  a  reformed  income 
tax  would  also  be  more  efficient).  If  consumption  or  wage  tax  proposals  become 
riddled  wdth  special  exceptions,  they  may  no  longer  compare  favorably  to  the  income 
tax  and  could  also  create  some  distortions  in  the  allocation  of  labor  and  consumption. 
With  respect  to  overall  choices  of  aggregate  savings  and  work  effort,  a  consumption 
tax  may  or  may  not  improve  these  aspects  of  economic  efTiciency,  depending  on 
behavioral  parameters.  Although  a  consumption  tax  eliminates  the  distortion 
between  present  and  future  consumption  that  afTects  savings,  its  smaller  base 
requires  a  higher  rate  that  could  increase  the  distortion  between  work  and  leisure. 

A  flat  rate  structure  is  likely  to  be  more  efficient  than  a  graduated  one  for 
any  type  of  tax;  graduation  is  usually  undertaken  for  reasons  of  equity,  with 
some  loss  in  efTiciency  part  of  the  cost  of  obtaining  that  equity. 


OTHER  ISSUES 

There  are  a  number  of  other  issues  surrounding  these  tax  proposals,  including 
administrative  simplicity  and  compliance,  revenue  adequacy,  implications  for 
international  capital  flows  and  business  location  decisions,  winners  and  losers 
among  firms  in  the  transition,  and  implications  for  States  and  local  tax  systems. 
These  issues  will  be  addressed  more  fully,  along  with  the  issues  of  equity  and 
efTiciency,  in  a  series  of  subsequent  papers. 
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APPENDIX  A:   A  MATHEMATICAL  EXPOSITION  OF  THE 
CONSUMPTION  TAX  BURDEN 


This  section  demonstrates  how  the  tax  burdens  fall  differently  on  the  older 
and  younger  generations  using  some  simple  mathematical  expressions.  This  section 
can  be  skipped  by  the  reader  who  is  not  concerned  with  mathematical 
demonstrations,  as  it  simply  formalizes  the  verbal  discussion  in  the  paper. 

The  box  below  demonstrates  how  an  income  tax  falls  on  both  the  old  and 
young  generations  in  a  highly  stylized  model,  with  two  generations.  For  simplicity, 
a  single  level  flat  rate  tax  is  shown. 


Illustration:    How  An  Income  Tax  Falls  on  the  Old  and  Young 
Under  a  simple  income  tax,  we  can  describe  the  consumption  of  the  old  and  young  as: 

(1)  C„    =    (l  +  R(l-t))K 

(2)  Cy    =  WL(l-t)  -(l+g)K 

K  IS  the  capital  stock,  R  is  the  rate  of  return,  W  is  the  wage  rate,  C  is  consumption,  L  is 
the  labor  supply,  t  is  the  tax  rate,  and  g  is  the  growth  rate  (so  that  the  young  generation  is 
(1  +  g)  times  the  old).  Consumption  of  the  old  in  (1)  is  the  value  of  assets  plus  earnings  on 
assets  less  a  tax  on  those  earnmgs.  (1)  and  (2)  together  result  in  total  consumption  as  the 
sum  of  wages  plus  capital  income  minus  savings  minus  taxes  on  income: 

(3)  C  =  WL  +  (R-g)K  -  t(WL  +  RK) 

From  the  point  of  view  of  the  young  individual,  this  tax  falls  on  both  labor  and  capital 
income  The  young  are  (1  +  g)  times  the  previous  generation  but  their  future  consumption 
IS  also  discounted,  i  e.,  multiply  equation  (1)  by  (1+g)  and  divide  by  (l  +  R(-t))  then  add  the 
new  to  the  young's  consumption  to  obtain: 

(4)  C^  +  C„*/(l  +  Ril-t))  =  WL(l-t) 

The  capital  tax  shows  up  in  the  discount  rate,  and  the  labor  tax  on  the  right  hand  side. 


In  this  simple  model,  the  tax  on  capital  income  is  paid  by  the  old  who  own 
all  of  the  capital  and  the  tax  on  wages  is  paid  by  the  young  who  supply  all  of  the 
labor.  (In  a  more  realistic  model  with  many  generations,  each  generation  pays 
tax  on  both  labor  and  capital  income,  but  the  tax  on  wages  is  collected  from  workers 
who  are  younger  overall  and  the  capital  income  tax  largely  from  generations  old 
enough  to  have  accumulated  assets). 

The  first  two  equations  simply  restate  the  consumption  of  the  old  and  young 
as  discussed  above:  the  old  consume  the  sale  proceeds  from  the  capital  stock  plus 
earnings  on  capital  (after  paying  income  taxes),  and  the  young  consume  wages 
(after  paying  incomes  taxes)  minus  purchases  of  capital  minus  new  investment. 
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These  two  simple  equations  are  combined  in  two  ways  --  to  show  current 
aggregates  in  the  economy  and  to  show  the  burden  on  the  young.  The  first  (equation 
3)  shows  the  total  economy-wide  consumption  equals  income  minus  income  taxes 
and  net  investment.  Equation  (4)  shows  the  consumption,  present  and  future, 
of  the  young  through  a  budget  constraint.  Future  consumption  is  discounted 
(to  recognize  that  a  smaller  amount  of  money  is  required  today  to  consume  a  larger 
amount  in  the  future  because  of  the  interest  that  can  be  earned).  As  this  equation 
shows,  both  capital  and  labor  income  taxes  show  up  in  the  young  individual's 
budget  constraint. 

Now  consider  the  consequences  of  shifting  from  an  income  tax  to  a  consumption 
tax,  as  also  illustrated  mathematically  in  the  box  below.  Again,  the  tax  is  a  flat 
rate  one.  Now  the  old  consume  after  paying  taxes  on  both  their  sales  of  assets 
and  their  capital  earnings.  The  young  are  able  to  deduct  their  purchases  of  old 
capital  and  their  new  investments  from  their  wages  before  paying  tax.  One  can 
readily  see  how  the  tax  burden  on  the  old  rises  --  the  tax  rate  is  slightly  higher 
because  the  economy-wide  tax  base  is  smaller  and  the  tax  base  for  these  individuals 
is  larger.    The  young,  by  contrast,  pay  smaller  taxes. 


Illustration:    How  a  Consumption  Tax  Falls  on  the  Old  and  Young 

Now  substitute  a  direct  consumption  tax,  v,  for  the  mcome  tax,    v  is  larger  than  t 
because  the  consumption  tax  base  is  below  the  income  tax  base 

(5)  Cq    =    (l  +  R)K(l-v) 

(6)  C,    =  (WL-  (l  +  g)K](l-v) 

Compared  to  an  mcome  tax,  the  tax  burden  of  the  old  has  gone  up     the  slightly  higher 
tax  rate  is  imposed  on  the  sale  of  old  capital  as  well  as  the  return    The  young  pay  less  tax 
because  purchaises  of  assets  and  new  investments  are  exempt  from  tax     These  amounts 
sum  together  to 

(7)  C  =  WL  +RK  -  gK-v(WL  +RK  -  gK) 

or  consumption  equals  income  minus  savings  less  taxes  on  consumption 

When  the  young  convert  their  savings  to  consumption  in  the  next  p>eriod  when  they 
are  old,  they  will  have  to  pay  a  tax,  but  they  benefitted  by  the  initial  deduction  (much  like 
an  IRA)  --    they  deferred  the  tax  on  part  of  their  wages  until  the  second  period,  but  then 
paid  it  with  interest,  which  is  the  equivalent  to  a  simple  tax  on  wages    Again,  the  young 
are  (1  +  g)  times  the  previous  generation  but  also  discount  their  future  consumption,    le  , 
multiply  equation  (1)  and  (4)  by  ll  +  g)  and  divide  by  (l  +  R(-t))  or  (1  +  R),  and  then  add  the 
new  to  the  young's  consumption  to  obtain 

(8)  C^  +  C//(l  +  R)  =  WL(l-v) 

In  this  case,  the  left  side  of  the  equation  is  discounted  expenditure,  and  the  right  side 
income,  for  the  young,  there  is  only  a  tax  on  wages  under  the  consumption  tax 
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As  with  the  income  tax  illustration,  the  equations  are  combined  in  two  ways. 
Equation  (7)  shows  the  aggregation  of  income  and  tax  base  in  the  economy.  The 
young  individual's  budget  constraint  in  equation  (8)  now  contains  only  a  tax  on 
wages  -  there  is  no  tax  on  investment  in  new  capital. 
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APPENDIX  B:   ASSET  PRICES  UNDER  THE  FLAT  AND  USA  TAXES 


EQUITIES  ONLY 

To  understand  the  basics  of  asset  price  effects,  first  consider  the  simplest 
case  of  a  new  investment  being  made  (that  investment  is  in  a  perpetual  non- 
depreciating  asset  for  simplicity),  equal  to  one  dollar.  The  firms  invests  until 
the  present  discounted  value  of  the  marginal  product  of  capital,  c,  is  equal  to  the 
cost  of  the  investment. 


(9)     1  =        rc(l-u)e* 


dt 


In  (1),  c  is  the  marginal  product  of  capital,  u  is  the  tax  rate,  and  R  is  the 
after  tax  discount  rate.   When  this  equation  is  solved: 

(10)  c  =  R/(l-u) 

We  can  also  see  that,  presuming  we  have  a  production  function  where  the 
average  and  marginal  product  of  capital  are  equated,  the  present  value  of  a  share 
of  stock  that  earns  the  firm's  profit  is  also  equal  to  one,  that  is,  a  firm  that 
perpetually  earns  pretax  profits  of  c  will  be  valued  at  one  dollar,  because  (10) 
represents  both  the  marginal  and  average  profit  of  the  firm. 

Suppose  now  that  we  eliminate  the  income  tax  and  impose  a  consumption 
tax,  as  in  the  Armey  fiat  tax.  of  rate  v.  Let  us  hold  the  marginal  product  of  capital 
constant  (as  it  cannot  change  immediately),  and  solve  for  a  new  discount  rate, 
R*.  Consider  first  what  will  be  earned  on  a  new  investment.  The  fiow  of  profit 
will  be  taxed,  but  the  initial  acquisition  will  be  deductible  (hence  an  immediate 
cash  flow  of  v),  so  that  the  investment  relationship  will  be: 

oo 

(11)  1  =      rc(l-v)e'^*'dt     +    V 

0 
when  this  equation  is  solved,  the  new  discount  rate,  R*  will  be: 

(12)  R*  =  R/(l-u) 

The  discount  rate  -  the  opportunity  cost  of  funds  in  a  new  investment  - 
has  fallen.  For  the  flow  of  existing  investments  that  determines  stock  market 
prices,  the  rate  of  return  is  still  subject  to  tax.  Thus  the  value  in  the  stock  market 
of  a  unit  of  capital  that  formerly  was  worth  a  dollar  is: 


(13)     V  =     j*  c(l-v)e'"-"-""dt 
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which,  when  solved  is: 

(14)  V  =     c(l-v)(l-u) 

R 

or,  substituting  from  (12): 

(15)  V  =  (1-v) 

That  is,  the  asset  value  falls  by  a  fraction  determined  by  the  consumption 
tax  rate. 

DEBT  AND  EQUITY 

Now  consider  the  case  where  there  is  a  fraction  of  the  cost,  f,  that  is  borrowed. 
From  the  point  of  view  of  the  equity  holder,  under  the  pre-existing  income  tax: 


(16)  1=      r[c(l-u)-fi(l-u)e-^'dt     +f 

0 

In  this  new  investment  analysis,  the  cash  flow  is  increased  by  the  proceeds 
of  borrowing  (the  last  term,  f),  but  is  reduced  by  the  flow  of  interest  pa3Tnents, 
i  times  f,  which  are  multiplied  by  (1-u)  because  they  are  deductible. 

When  this  investment  is   solved  for  c,  the  result  is: 

(17)  c  =    E(l-f)    +  if 

(1-u) 

The  value  of  the  share  of  stock  representing  the  flow  of  equity  earnings  from 
this  mvestment  is: 


(18)    V  =    r    [c(l-u)-ri(l-u)e-^'dt 


f    [c(l-u)-ri(l-u)e-^'c 


(19)   V  =    (1-f) 

The  total  claims  to  this  investment  add  up:    the  equity  share  of  (1-0  plus 
the  bond  worth  f  total  to  1. 

Now  suppose  we  keep  the  same  amount  of  debt  issue  for  new  investment. 
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(20)  1  =      r[c(l-v)-fi]e^*'dt     +f  +v 

0 

Solving  for  E*: 

(21)  E*    =       E(l-f)(l-v)/(l-u)-ifv 

(1-v-f) 


Now  consider  the  value  of  corporate  stock,  V,  given  the  new  discount  rate 
and  tax  rates: 


(22)  V  =    I  [c(l-v)-fi]e-E'dt 

0 

by  substitution,  the  value  of  the  stock  is  equal  to: 

(23)  V  =    (1-f-v) 


Note  that  the  stock  market  will  fall  by  more  than  the  tax  rate  as  applied  to  all 
investment,  not  just  the  equity  share.  If  the  tax  rate  were  20  percent,  and  the 
debt  share  1/3,  the  percentage  fall  in  the  stock  market  would  be  30  percent,  not 
20  percent. 

This  example  does  not  take  into  account  changes  in  the  amount  of  debt  issued 
to  finance  a  dollar  of  investment  or,  of  course,  any  behavioral  responses. 


RECOVERY  OF  DEPRECIATION  UNDER  THE  USA  TAX 

To  simplify  this  illustration,  return  to  the  case  of  no  debt.  Assume  now  that 
the  new  investment  depreciates  at  rate  d  and  that  tax  depreciation  deductions 
are  also  allowed  at  the  same  rate.  The  marginal  investment  under  an  income 
tax  is: 


(24)     1  =     j  [c(l-u)  +  ud]e"*^'"'  dt 
0 


Note  that  a  tax  deduction  is  allowed  for  d,  and  that  the  product  also  declines 
at  rate  d.   When  this  equation  is  solved: 

(25)    c  =  R/(l-u)  +d 
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Now  consider  a  firm  that  is  maintaining  a  fixed  capital  stock  of  $1  by  reinvested 
to  replace  depreciating  capital: 


(26)    V  =     c    [c(l-u)-d+ud]e  •*'  dt 


The  value  of  this  firm  equals  a  dollar  (note  that  because  of  replacement,  the  asset 
does  not  decline). 

Now  consider  a  marginal  investment  with  a  replacement  by  a  consumption 
tax  and  solve  for  the  new  discount  rate: 


(27)     1  =      r  [c(l-v)]e"^*^'"'  dt    +v 


Note  that  depreciation  deductions  are  eliminated  but  expensing  is  added. 
The  value  of  R*  is: 

(28)   R*  =  R/(l-u) 

Now  determine  the  value  of  the  firm  with  the  new  discount  rate  and  the 
allowance  of  an  arbitrary  recovery  of  existing  basis,  denoted  as  z  per  dollar  of 
existing  capital: 


(29)    V  =     |.    [c(l-v)-d  +  vd]e'**'  dt     +zv 


Note  that  except  for  the  replacement  of  u  by  v,  the  measurement  of  annual  flow 
in  the  integral  term  is  unchanged,  because  the  expending  of  replacement  investment 
is  the  same  as  the  depreciation  deduction.  But  there  is  an  additional  term  which 
represents  the  recovery  of  old  basis. 

When  this  integral  is  solved,  the  value  of  the  firm  is: 


84 


CRS-23 


(30)   V  =  (1-v  +ZV) 


If  recovery  is  very  quick,  z  is  close  to  one,  and  most  of  the  asset  price  decline 
is  diverted.  This  recovery  of  depreciation,  which  appears  to  be  in  the  interest 
of  fairness,  actually  creates  inequities  across  firms,  depending  on  the  nature  of 
the  assets  to  be  recovered. 
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Letter  to  the  Commission 


Foreword 


To  THE  Members  of  the  National  Commission  on 
Economic  Growth  and  Tax  Reform 


"Taxation  witliout  representation  is  tjrann)."  Those  are 
the  words  thai  helped  lo  ignite  tlie  American  revolution  over  two 
centuries  ago. 

\s  we  approach  the  2  ist  centiin.  the  crescendo  for  lax  reform 
continues  to  build.  \ear  after  \ear.  election  after  election. 
.\mericans  have  looked  at  a  tax  system  constantls  increasing  in 
both  rates  and  comple\it\'.  and  concluded  that  taxation  with  rep- 
resentation wasn't  so  good  either 

The  current  tax  system  is  indefensible.  It  is  overly  complex,  bur- 
densome, and  severely  limits  economic  oppominit\  for  all 
.Americans. 

We  made  clear  on  the  \'er\  Hrst  day  of  the  10-ith  Congress  that 
our  top  priority  would  be  to  change  the  stams  quo  and  to  bring 
fundamental  change  to  .\merica.  ,\nd  we  agreed  that  there  is  no 
staois  quo  that  needs  more  fundamental  changing  than  our  tax 
system. 

We  envision: 

■  .\  tax  system  that  is  f:iirer.  flatter  ;md  simpler 

■  .\  tax  system  that  promotes,  rather  th;m  punishes,  job  cre- 
ation, 

■  \  tax  svstem  that  eLminates  unnecessiux  paperwork  bur- 
dens on  .\mencas  businesses. 


■  ,\  lax  svstem  that  recognizes  the  fact  that  our  famihes  are 
performing  the  most  important  work  of  our  society. 

■  \  tax  system  that  provides  incentives  for  Americ:uis  who 
save  for  ihe  future  in  order  to  build  a  better  life  for  them- 
selves and  their  families. 

■  .A  tax  system  that  allows  .Americans,  especialh  the  middle- 
class,  to  keep  more  of  what  they  earn,  hut  that  niises 
enough  money  lo  hind  a  leaner  more  efficient  fedenil  gov- 
enimeni. 

■  .\  tax  system  that  allows  .\meric;ms  to  compute  their  iiixes 
easily  without  the  need  for  a  lawyer,  ;m  accountant  —  or 
both. 

To  help  make  this  vision  a  reality,  we  named Jack  Kemp,  one  of 
.America's  most  innovative  thinkers  on  economic  pohcy,  lo  head 
the  National  Commission  on  Economic  (jrowih  and  Tax  Reform 
—  a  commission  that  included  thirteen  more  outstanding 
Americans. 

The  entire  commission  worked  diligently  for  the  past  several 
months,  holding  pubhc  hearings  in  eight  cities,  while  constandy 
thinking  about  how  to  create  a  better  tax  .system. 

Their  final  report  is  guaranteed  to  stimulate  tliis  important 
national  dialogue,  it  will  surely  serve  as  a  catalyst  for  congres- 
sional hearings  and  debate.  Ue  hope  that  it  will  also  trigger  con- 
versations around  kitchen  tables,  water  coolers.  :ind  in  town  hall 
meetings  across  the  countrv. 

Ue  invite  all  those  who  read  this  report  to  w rite  us  wiili  your 
thouglits  on  its  reconimendafions  and  conclusions,  and  to  share 
with  us  other  suggestions  on  how  we  can  create  a  tax  system  that 
promotes  economic  growth  and  oiiportunm  lor  all  .Americans. 


Senate  Leader 
Bob  Dole 


House  Speaker 
Newt  Gingrich 
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A  New  Level  of  Thinking 


Preface 


Thev  act  like  all  that  money  is  bom  in  Viashington.  DC." 
Perhaps  no  comment  has  bener  summarized  the  problem  with 
our  nation's  capital  than  this  observation  by  Ed  Zorinsky,  the  late 
Democratic  Senator  from  Nebraska.  .\nd  nowhere  is  this  gov- 
ernmental conceit  expressed  more  destructively  than  in  the 
workings  and  effects  of  our  Internal  Revenue  Code. 

Many  previous  attempts  at  tax  reform  have  been  marred  by  the 
inside-tlie-beltway  assumption  that  the  wealth  of  the  nation 
belongs  to  its  government.  This  position  has  perpemated  what 
could  be  called  the  "tin-cup  syndrome"  -  an  environment  in 
which  the  political  competition  over  scarce  resources  replaces 
the  economic  competition  that  produces  growth,  creates  jobs, 
spurs  innovation  and  productivity  ,\s  a  consequence,  the  tax 
code  has  over  the  years  become  increasingly  politicized,  and  is 
seen  less  as  a  simple  tool  for  raising  revenue  than  as  an  instru- 
ment for  social  and  economic  engineering.  In  mm,  this  has 
spawned  a  vinual  indiistrv-  of  tax  specialists  and  special  interest 
lobbyists,  while  exponentially  increasing  the  complexity  of  the 
code. 

The  National  Commission  on  Economic  Growth  and  Tax  Reform 
set  out  with  a  different  .set  of  assumptions,  beginning  with  the 
belief  that  the  purpose  of  the  tax  code  is  to  raise  money  while 
leaving  citizens  as  free  as  possible  to  pursue  the  American 
dream.  Our  charge  from  Senate  Leader  Dole  and  Speaker 
Gingrich  was  clear:  Listen  hrst  and  learn  from  the  .\merican 
people  VI  e  bstened  to  ordinarv'  taxpayers  in  hearings  around 
the  counin  Uhat  we  heard  was  a  great  deal  of  frustration,  con- 
cern, and,  ves.  anger  with  the  current  system.  Our  hope  has 
been  to  channel  those  frustrations  into  a  set  of  concrete  princi- 
ples and  recommendations  that  any  new  tax  reform  legislation 
must  follow  if  it  is  to  meet  the  needs  and  expectations  of  the 
American  people. 

Front  June  until  September  109S,  we  heard  from  a  cross-section 
of  .American  taxpayers  in  Boston,  Omaha,  Charlotte,  Palo  Alto, 
south-central  Los  Angeles,  Harlem,  Cleveland,  and  Washington, 
DC.  We  listened  to  and  learned  from  family  farmers  and  higli- 


tech  entrepreneurs,  small  businessmen  and  women,  medium- 
sized  and  large  manufacmrers,  governors  and  mayors,  con- 
gressmen and  senators,  leading  economists  and  local  activists. 

Unlike  previous  "reform"  commissions,  our  activities  were 
financed  without  a  dime  from  the  .American  taxpayer  Expenses 
were  met  through  private  contributions  from  more  than  I  ,S00 
donors.  The  fourteen  commis.sioners  received  no  compensa- 
tion for  the  long  hours  and  hard  work,  save  the  tremendous  . 
reward  of  knowing  their  sacrifices  would  help  shape  American 
history.  This  is  an  exiraordinarv  group  of  American  citizens  who 
have  demonstrated  through  untold  hours  of  heanngs,  delibera- 
tions, and  smdy  their  dedication  to  chart  a  course  that  will  lead 
to  a  better  America  for  their  children  and  grandchildren.  We 
believe  we  have  set  that  course. 

In  1 44 1 ,  in  a  famous  essay  for  Life  m;^;azine.  Henry  Luce  antici- 
pated that  the  20th  cenmrv  would  be  remembered  as  the 
.\merican  Cenmrv'.  The  decades  and  events  that  followed  -  the 
defeat  of  Nazi  Germany  the  collapse  of  Communism,  the  expan- 
sion of  .American  influence  abroad  -  bore  this  prediction  out. 
Today  many  .Americans  fear  they  see  that  era  of  .American  pre- 
eminence slipping  away  The  optimism  and  boundlessness  that 
have  alw  avs  defined  America  are  seen  by  .some  as  fond  but  faded 
relics  to  be  quietly  folded  away. 

Tliis  report  reflects  the  firm  conviction  that  Ameria  can  do  bet- 
ter None  of  the  members  of  this  commission  would  have 
accepted  this  challenge  if  we  did  not  believe  in  the  possibility  of 
real  progress  and  real  reform. 

Albert  Einstein  observed  that  "the  problems  of  today  cannot  be 
solved  at  the  same  level  of  thinking  on  which  they  were  created." 
We  have  concluded  that  the  complex  tax  code  of  the  20th  cen- 
turv  is  poorly  suited  for  dealing  with  the  complex  worid  of  the 
2 1st.  The  vision  outlined  in  the  following  pi^es  cannot  be  real- 
ized by  simply  rearranging  the  deck  chairs  on  the  Titanic  we  call 
our  current  tax  code  A  brand  new  tax  code,  modeled  on  the 
principles  and  recommendations  proposed  in  this  report,  can 
chart  the  economic  waters  ahead  and  launch  our  country  on  its 
voyage  toward  the  nexi  American  cenmry. 


Edwin  J.  Feulner 

Vice  Chairman 

National  Commission  on  Economic  Growth  and  Tax  Reform 
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Setting  the  Eagle  Free 


Introduction 


■It!  short,  it  is  a  paradoxical  truth  that  tax  rates  are  too  high  today  and  tax 
rei'enues  are  too  low.  and  the  soundest  way  to  raise  the  reienues  in  the  long 
run  is  to  cut  the  rates  now... The  purpose  of  cutting  taxes  now  is  not  to  incur  a 
budget  deficit,  but  to  achieve  the  more  prosperous,  expanding  economy  which 
can  bring  a  budget  surplus. " 

John  F.  Kennedy 
Economic  Gub  of  New  York 
December  |4. 1%2 


These  words  of  President  Kennedy  were  a  great  inspiration  to 
me  as  the  tax  reform  movement  was  launched  in  the  early  1980s 
with  the  Kemp/Roth  ia.\  cut.  Kennedy's  \ision  and  courage  can 
serve  as  examples  for  all  Americans  as  we  struggle  to  make  this 
nation  better  for  our  children  and  grandchildren.  His  remarks 
from  the  Economic  Club  of  .New  York  ring  as  true  today  as  they 
did  in  1962. 

,\t  the  first  meeting  of  our  commission  back  in  June,  1  held  up  a 
blank  sheet  of  paper  and  said,  "This  is  what  we  start  with," 
That  was  our  charge:  Senate  Majority  Leader  Bob  Dole  and 
House  Speaker  Newt  Gingrich  appointed  the  National 
Commission  on  Economic  Growth  and  Tax  Reform  to  studv  the 
current  tax  code,  bsten  to  the  suggestions  and  ideas  of  people 
from  around  the  countp,,  and  submit  to  Congress  our  recom- 
mendations for  comprehensive  reform,  A  ven  diverse  and  ded- 
icated group  of  l4  people,  with  the  help  of  an  invaluable,  over- 
worked, and  underpaid  staff,  set  out  to  design  an  entirely  new 
tax  s\slem  for  .\menca's  2 1st  cenmn;  one  which  would 
promise  a  booming  economy,  promote  job  creation,  and 
ensure  the  greatest  possible  opportunity  for  all  .Americans  to 
work,  save,  invest,  and  reach  their  potential  We  operated 
under  the  premise  that  an  economic  growth  rate  of  2.5%  is 
unacceptable  to  the  .\merican  people. 

This  commission  was  empowered  not  merely  to  offer  superficial 
reforms,  to  mm  a  rate  here  and  close  a  loophole  there,  but  to 
begin  with  a  tabula  rasa  and  map  out  a  totally  new  tax  structure 
for  .\merica's  nexi  centun  We  also  wanted  to  help  inform  the 
whole  world,  parlicularh  the  emerging  democracies,  that  the 
goiil  of  tax  pohc-\  is  raising  revenue,  not  redistribution  of  wealth. 


Our  nation  has  arrived  at  a  unique  moment  in  histon.  With  the 
passing  of  the  Cold  War,  we  are  standmg  at  the  edge  of  a  new 
millennium  with  exiraordinan  possibilities  Our  countn  is 
poised  to  help  lead  the  w  orld  into  a  new  era  of  economic  growth 
fueled  bv  an  information-age  technological  revolution  that  can 
vield  unparalleled  expansion  in  jobs,  productivity,  innovation, 
and  prosperity.  We  must  embrace  this  opportunity  and  chal- 
lenge. However,  such  an  embrace  will  prove  difficult,  perhaps 
impossible,  if  we  remain  saddled  with  our  current  tax  code.  The 
current  svstem  is  indefensible:  it  is  riddled  with  special  interest 
tax  breaks,  and  it  overtaxes  both  labor  and  capital.  We  must 
construct  a  tax  svstem  that  reflects  our  highest  values  and 
unleashes  our  greatest  potential. 

The  comments  and  concerns  we  heard  from  the  American  peo- 
ple over  the  last  several  months,  coupled  with  a  systematic 
review  of  the  current  tax  code,  helped  us  establish  certain  prin- 
ciples to  guide  us  to  our  conclusions.  Surely,  a  tax  code  which  is 
simple  and  fair  must  generate  sufficient  revenue  so  that  the  fed- 
eral government  may  earn-  out  its  legitimate  tasks.  Second,  it 
must  not  place  a  tax  burden  on  those  members  of  society  least 
able  to  bear  one.  And,  perhaps  most  important  of  all,  it  must  not 
restrict  the  innovative  and  entrepreneurial  capacities  of 
Amencans  upon  which  nsing  living  standards  and  our  general 
prosperity  so  greatlv  depend.  Our  proposals  are  in  keeping  with 
these  principles. 

Wildlv  excessive  and  unjust  taxes  have  locked  away  access  to 
capital  and  credit  necessary  for  lower-income  .Americans  to 
launch  the  nexl  generation  of  entrepreneurship.  Today,  sadly, 
we  see  the  Amencan  people's  sense  of  dvnamism  and  hope, 
their  abihty  to  strive  and  compete  dimimshed  by  a  lax  code 
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which  penalizes  success,  retards  investment,  and  sends  capital 
fleeing  overseas.  The  commission  is  united  in  the  helief  that  only 
a  pro-growth  ta\  code  can  restore  .America  s  confidence  at 
home  and  her  greamess  abroad  U  e  w:int  a  ta.\  code  and  an 
merall  economy  that  will  liberate  the  .\mcrican  dream  and 
remo\e  tlie  barriers  to  upward  social  and  economic  mobility. 
The  .\merican  ethos  of  entrepreneurship  and  optimism  made 
.^erica  great  once  before  U  e  believe  these  proposals  will  bol- 
ster that  ethos  again  and  help  restore  integrity  and  honesty  to 
our  SN'stem. 


The  author  John  Gardner  has  observed  tliat  there  are  many  con- 
tributing factors  to  the  rise  of  civili/alion  —  accidents  of 
resources,  geography  and  mibuu^  power  But  \vhate\er  other 
ingredienLs  comprise  the  greatness  of  nations,  he  writes.  "There 
occurs  at  breathtaking  moments  in  hision  an  exhilarating  burst 
of  energy  and  motivation,  of  hope  and  /est  and  imagination,  and 
a  severing  of  the  bond;;  that  norm;dl\  hold  in  check  the  hill 
release  of  human  possibilities.  \  door  is  opened,  and  the  caged 
e3!^e  soars."  That  eagle,  the  symbol  of  our  nation,  represents 
the  creative  spirit,  talents,  and  aspirations  of  the  .American  peo- 
ple The  charge  of  this  commission  and  the  intent  of  our  recom- 
mendations is  to  open  the  door  and  help  set  that  eagle  in  all  of 
us  free. 


Jack  Kemp 

Chairman 

National  Commis.sion  on  Economic  Growth  and  Ta\  Reform 
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Imagine  An  America 


With  a  pro-gro\»th.  pro-family  tax  code 


The  National  Commission  on  Economic  Growth  and  Tax  Reform  recommends  to  the  Congress  and  to  the 
President  of  the  United  States  that  the  current  Internal  Reienue  Code  be  repealed  in  its  entirety. 

The  present  system  is  beyond  repair  —  it  is  impossibly  complex,  outrageously  expensive,  overly  intrusive, 
economically  destructive,  and  manifestly  unfair 

It  is  time  to  replace  this  failed  system  with  a  new  simplified  tax  system  for  the  21st  century:  a  single  low  rate, 
taxing  income  only  once  with  a  generous  personal  exemption  and  full  deductibilit}'  of  the  payroll  tax  for 
America's  working  men  and  women. 

This  system  will  reduce  the  tax  burden  on  middle-income  people  and  will  help  remove  the  barriers  that  keep 
low- income  Americans  from  reaching  their  fullest  potential. 

These  changes,  once  in  place,  should  be  sealed  with  a  guarantee  of  long-term  stability,  requiring  a  two-thirds 
vote  of  the  L.S.  Congress  to  raise  the  rate. 

This  new  system  is  predicated  on  a  commitment  to  expanding  growth  and  opportunity.  We  belieie  the  changes 
we  propose  will  help  double  the  rate  of  economic  growth. 

A  stronger  econotny  will  create  more  jobs,  raise  family  irwomes.  expand  ownership  and  entrepreneurship, 
and  ensure  greater  opportunity  for  our  children  atui  grandchildren.  It  will  also  produce  additional  revenues 
for  balancing  the  budget  and  reducing  the  burden  of  national  debt. 


The  pnnclples  and  recommendations  contained  in  this  report 
compnsc  the  'Ti\  Test"  —  the  standard  to  which  any  new  tax 
s\siem  must  be  held,  V»e  a.sk  thai  Congress  not  pass  nor  the 
{'resident  sign  an\  tax  legislation  that  fails  to  pass  this  test.  And 
we  encourage  the  pubLc  to  use  the  goals  and  guidelines  we  offer 
a.s  a  road  map  through  the  coming  national  debate  on  ta.\ 
refonn. 

Our  aim:  to  introduce  a  new  s\'Stem  of  taxation  that  brings  out 
the  best  in  the  American  character,  that  plays  to  our  strengths 
;uid  mil  (lur  \\e;iknesses.  that  speaks  to  our  hopes  and  not  our 
fears  Our  recominendations  are  based  on  a  vision  of 
America  lliat  places  the  individual  —  not  the  govem- 
meni  —  at  the  center  of  society: 

■  \\e  belie\e  that  government  does  not  create  opportunity; 
citizens  do.  if  go\emment  will  gel  out  of  their  way. 

■  We  belie\e  that  g()\emment  is  not  the  engine  of  economic 
growih;  it  IS.  more  frequently  the  monkey  wrench  in  the 
machine, 

■  Ue  belie\e  that  ia\pa\ers  earnings  and  savings  —  their 
property  —  are  not  isseLs  on  loan  from  the  government 
The  government  is  power  on  loan  from  the  people. 

One  of  the  most  serious  shortcomings  of  previous  attempts  at  tax 
reform  has  been  the  inability  of  a\erage  ,\mericans  to  make  their 
voices  heard  abo\e  the  chorus  of  special  interests  We  have  tried 
a  radicalK  different  approach:  Listening  to  the  people  first. 


In  his  first  debate  with  Stephen  Douglas,  Abraham  Lincoln 
remarked  that  "with  public  sentiment,  nothing  can  fail;  without  it 
nothing  can  succeed."  We  beheve  that  any  major  legislative 
attempt  to  replace  the  current  lax  code  will  falter  unless  it  is  first 
preceded  by  a  national  debate  on  what  the  new  system  should 
look  like. 

Many  previous  attempts  lo  refonn  public  policy  have  failed  to 
aclueve  their  aims  because  they  substituted  closed  meetings  for 
democratic  dialogue,  focusing  too  much  on  expert  analysis  and 
too  little  on  citizens  concerns.  By  including  the  public  in  the 
deliberations  over  la\  reform,  this  commission  seeks  to  build 
broad-based  consensus  behind  a  new  tax  system  for  Ameria's 
nexl  millennium 

It  was  with  this  spirit  that  the  commission  held  cross-country 
public  hearings  -  from  the  historic  home  of  the  Boston  tea-party 
to  the  heart  of  south-central  L.A.  At  every  hearing  in  everv  city, 
we  asked  people  to  lell  us  what  they  saw  as  the  problems  with 
the  current  system  and  the  goals  any  reform  plan  should 
achieve 

■  III  Omaha,  farmers  pleaded  for  simpler  filing  and  the  free- 
dom lo  pass  family  farms  on  to  their  children  without  fear 
of  federal  confiscation. 

■  In  the  Silicon  Valle):  high-tech  entrepreneurs  told  of  the 
coundess  ideas  conceived  but  never  bom  because  of  a 
scarcity  of  investment  capital. 
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■  In  south-central  Los  Angeles,  small  business-owners 
vojcetl  fnisirations  ai  not  being  able  lo  expand  or  hire  ne\\' 
workers  because  of  a  tax  bite  that  eats  away  their  profits 

■  And  in  Harlem.  inner-cit\  entrepreneurs  expressed  both 
bitterness  and  bewilderment  at  a  ta.\  code  which  sucked 
revenues  out  of  their  neighborhoods  w  hile  preventing 
investment  from  flowing  in. 

In  our  nations  capital,  we  heard  from  eleaed  officials  in  both 
the  House  and  the  Senate  who  have  for  many  years  been  leaders 
in  tax  reform.  Because  of  their  tireless  public  service,  tax 
reform  is  a  priority  issue  on  the  nation's  agenda. 

Ue  also  heard  from  many  of  the  finest  economists  in  the 
country  who  shared  their  knowledge  and  research  with  us  at 
every  hearing. 

.\fter  our  hearings,  we  held  a  series  of  working  sessions  to  ana- 
Kze  what  we  had  heard  and  to  begin  discussmg  our  recommen- 
dations for  change.  During  one  of  our  working  sessions,  the 
commissioners  put  aside  the  charts  and  graphs  for  a  moment, 
stepped  back,  and  tried  to  imagine  what  kind  of  world  they 
would  like  .\meria's  next  generation  to  grow  up  in.  We  were 
asked  to  think  about  how  replacing  the  tax  code  might  help 
bnng  that  world  about: 

■  Imagme  an  .\merica  enjoying  a  decade  of  economic  growth 
at  nearly  twice  the  present  rate  —  creating  jobs,  expanding 
opportunities,  and  lifting  living  standards  for  all. 

■  Imagine  an  ,\meria  in  which  more  dreams  bom  in  base- 
ments ;md  garages  grow  into  multi-million  dollar  busi- 
nes,ses  because  abundant  capital  seeks  out  good  ideas,  and 
entrepreneurs  and  investors  are  confident  that  their  risk- 
taking  will  be  rewarded,  not  punished. 

■  im;^e  an  .\merica  where  it  is  easier  to  get  a  job  than  to 
get  on  welfare,  and  where  our  inner  cities  share  in 
.America's  growth  and  prosperin  Imagine  these  neighbor- 
hoods ringing  out.  not  with  sirens  m  the  night,  but  with  the 
sounds  of  new  storefronts  being  opened  and  new  busi- 
nesses being  built 

■  Imagine  an  America  where  home  ownership  and  higher 
education  are  within  the  reach  of  every  .American  so  that 
each  citizen  owns  a  stake  in  the  system  and  shares  a  com- 
mon interest  and  responsibility  for  its  flimre. 

■  Imiujne  an  America  where  young  couples  aren't  asked  to 
take  a  tax  hit  in  order  to  exchange  their  marriage  vows,  and 
w  here  voung  families  can  save  for  their  fumre  without  being 
punished  for  their  thrift. 


■  Imagine  an  America  where  .Americans  have  enough  to  give, 
not  just  to  and  through  their  government,  but  to  their 
churches,  syni^ogues,  mosques,  their  charities,  and  neigh- 
bors in  need. 

■  Imagine  an  .America  where  the  I.R.S.  becomes  the  "TPA" 
—  a  Taxpayer  Protection  .\genc\  —  to  ensure  that  no  one 
pays  more  than  is  owed.  Imagine  a  customer-friendly 
approach  to  raising  revenue,  based  on  a  behef  in  the  basic 
honesty  of  the  American  people,  that  treats  them  with  dig- 
nity and  respect. 

We  belieie  that  replacing  our  tax  system  with  one 
that  is  simpler  and  fairer  can  help  to  make  these 
American  dreams  come  true. 

America  was  not  founded  on  envy  or  resentment.  The  .American 
idea  was  never  to  keep  everyone  at  the  same  mean  level,  but  to 
give  everyone  the  chance  to  rise  as  high  as  his  or  her  effort,  ini- 
tiative and  God-given  talent  would  allow.  It  was  a  promise  of 
equal  opportumty,  not  of  end  results:  the  confidence  that  what- 
ever vou  aspired  to  become  —  be  it  artist,  inventor,  or  entrepre- 
neur —  you  could  make  it  happen  here. 

As  the  country  pursues  this  change,  how  we  transition  from  the 
existing  bankrupt  system  to  the  new  system  will  be  important 
Complicated  issues  will  arise.  Nonetheless,  we  are  confident  that 
the  Congress  and  the  President  will  solve  these  ffansitions  in  order 
to  bring  about  this  new  tax  sy«em.  Dramatic  change  never  is  easy, 
and  complicated  issues  will  arise  in  the  u^sition.  But  change  we 
must  confident  that,  with  the  leadership  of  the  Congress  and  the 
president  the  Amencan  can-do  spirit  will  prevail. 

A  new  tax  system,  as  envisioned  in  the  following  p^es  of  this 
report,  can  take  a  first  step  toward  renewing  that  sense  of  hope 
and  possibility  by  unleashing  a  cascade  of  benefits,  beginning 
with  greater  economic  growth,  lower  interest  rates,  and 
expanded  job  opportunities  for  working  Americans. 

In  this  spirit,  we  invite  the  .American  people  and  their  eleaed 
leaders  ft-om  both  political  parties  to  use  the  Tax  Test  as  a  check- 
hst  as  they  move  forward  in  replacing  the  current  tax  code.  We 
urge  the  Congress  and  the  President  to  base  any  new  legislation 
on  the  principles  and  recommendations  submitted  in  this 
report  Furthemiore,  we  urge  President  Clinton  to  appoint  a 
presidential  task  force  or  commission  to  bring  the  recommen- 
dations offered  by  this  congressionally  appointed  commission  to 
the  next  level  of  public  debate. 
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At  The  Boiling  Point 


"My  ijrandmolhcr  u^ed  lo  tell  me  ihe  folk  tale  of  the  frog." 
recoLinied  Commissioner  Herman  Cain  of  his  childhood  in 
Atlanta.  Georgia.  "If  vou  put  a  frog  in  a  pot  of  hot  water,  he 
would  jump  right  out.  But  if  vou  put  him  in  a  pot  of  cool  water 
and  graduallv  ainied  up  the  heal,  he  wouldn't  notice  the  rising 
temperature  and  would  eventually  boil  to  death." 

The  .American  taxpayer  is  in  hot  water.  Escalating  marginal  tax 
rales,  increasing  complexity,  and  advancing  uitrusiveness  have 
created  a  system  thai  has  reached  tlie  boiling  point.  Over  the 
years,  .\niericans  have  surrendered  more  and  more  of  their  free- 
dom to  lugher  taxes  The  result  has  not  been  to  enhance  eco- 
nomic security  or  to  close  the  gulf  between  rich  and  poor. 
Instead,  it  has  led  to  fewer  jobs,  slow  economic  growth,  dimin- 
ished hope  and  opportunity,  an  erosion  of  trust  and  confidence 
in  government,  and  an  ebbing  of  the  .\mcrican  spirit  of  enter- 
prise, it  is  a  histon  that  echoesjames  .Madison's  warning  that 
"there  are  more  instances  of  the  abridgment  of  the  freedom  of 
the  people  by  gradual  and  .silent  encroachments. ..than  by  violent 
and  sudden  usurpation." 

The  lime  has  passed  for  incremental  reform.  The  problems  with 
the  current  system  ha\e  grown  too  deeply  entrenched  to  be 
solved  with  quick  fixes  and  cosmetic  repairs. 

\ie  believe  the  current  tax  code  cannot  be  revised, 
should  not  be  reinvented,  and  must  not  be  retained. 
naTefore,  the  commission  is  unanimous:  It  is  time  to 
throw  out  the  seven-million-v»ord  mess  of  tax  laws  and 
regulations  and  begin  anew. 

Marc  \egn  ol  Sanui  Rosa.  California,  wrote  to  tell  us  that.  "The 
current  svsiem  is  so  wrong  and  such  a  disincentive  lo  the  even- 
da\  worker  that  it  cannot  be  saved  "  Lawrence  Madsen  of  Mills. 
Wyoming,  prepares  peoples'  taxes  for  a  living,  and  yet  wrote;  "I 
am  so  disgusted  with  the  |sysiem|  that  I  must  urge  you  to  com- 
pletely abolish  the  Internal  Revenue  Code  and  start  over."  \  cou- 
ple Irom  \sior  Flonda.  wa.s  even  more  blunt:  '"The  current  tax 
stnidure  is  way  out  of  date  with  the  real  worid,  too  complicated 
with  too  man\  loopholes,  Uesavdumpit! " 

\mcncans'  eagerness  for  real  change  reflects  in  part  their  frus- 
tration with  a  svsteni  that  in  the  past  forty  years  has  seen  3 1  "sig- 
nihcant'  reforms  and  an  astounding  -lOO  additional  "revi.sions" 
through  public  laws .  .\nd  yet  the  tax  code  is  more  complex, 
more  costly  and  more  economically  destructive  than  ever.  This 
is  the  story  of  how  we  got  here. 


The  Road  to  Tax  Oppression 

The  \eu'  York  Times,  in  a  1900  editorial  opposing  the  ven  first 
income  tax,  predicted:  "Uhen  men  get  in  the  habit  of  helping 
themselves  to  the  property  of  others.  the\  cannot  easily  be  cured 
of  it  "  The  history  of  our  ta.x  code,  in  economic  terms,  mirrors 
the  course  of  most  addictions:  advancing  dependence,  dimin- 
ished returns,  and  detcnorating  health  of  the  afflicted. 

Supporters  of  the  Sixteenth  .Amendment  touted  the  income  tax  as 
the  rich  man's  burden  —  forcing  "the  Caniegies.  the 
VanderbilLs.  the  Morgans,  and  tlie  Rockefellers "  to  pay  while 
sparing  tlie  middle  class  from  pain,  hideed.  after  the  income  ta.x 
was  enacted  in  191,i  fewer  llian  two  percent  of  .\merican  fami- 
lies were  required  to  file  a  tax  return.  Rates  ranged  from  1  to  " 
percent  —  with  the  higliest  rate  appKing  only  to  .\mericans  who 
had  tlie  equivalent  of  S",'  miUion  in  income  in  today's  terms. 

The  rates  did  not  stay  that  low  for  long.  In  1916  the  top  rale  dou- 
bled. A  year  later  on  the  eve  of  .\mcricas  entn  into  Uorld  War 
I.  it  soared  to  6"  percent  \X  ith  the  Second  World  War,  the  rate 
was  raised  to  9-i  percent.  In  the  l9S()s  the  top  rate  remained  at 
the  sky  high  level  of  more  than  90  percent.  President  Kennedy 
initiated  legislation  that  cut  the  lop  rate  to  "0  percent,  but  it  was 
not  until  the  Reagan  growth  vears  that  the  top  rate  was  lowered 
dramatically  to  28  percent,  I  nder  the  current  administration, 
the  rate  has  resumed  iLs  ascent,  with  combined  federal  taxes 
puslung  the  top  rate  above  40  percent,  including  Medicare  taxes 
and  phase-ouLs. 

Vi  ith  e\er\  attempt  by  politicians  to  "soak  the  rich, "  the  water 
mark  has  risen  on  the  middle  class.  Author  Frank  Chodorov  has 
summed  up  the  incremental  march  of  encroaching  ta.xation:  "At 
firsi.it  was  the  incomes  of  corporations,  then  of  rich  citizens, 
then  of  well-provided  widows  and  opulent  workers,  and  finally 
the  w caltli  of  houseniiuds  and  the  tips  of  waitresses."  Congress 
expanded  the  income  tax  mto  the  ranks  of  the  middle  class  for 
the  same  reason  Willie  .Sutton  robbed  banks;  tliat  s  where  the 
money  is. 

This  shift  was  mainly  achieved  by  gradually  multiplying  the  num- 
ber of  taxpayers  required  to  file  income  tax  renims  and  by  raising 
average  tax  rates  on  ordinan  citizens.  Lntil  Worid  War  U,  the 
average  tax  rate  (that  is.  the  total  tax  paid  divided  by  income)  on 
a  family  with  a  1991  income  of  SSO.OOO  never  rose  above  4  per- 
cent. Since  Worid  War  II,  it  has  never  fallen  below  1 4  percent. 
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Marginal  rates  on  ihe  middle  class  have  risen  e\'en  more  dramali- 
calJN  Margmal  rales  are  the  "tax  bracket'  rates  that  apply  to  any 
extra  dollar  of  income  —  such  as  raises,  overtime,  bonuses,  or  a 
second  family  income  The  marginal  middle  class  tax  rate  never 
rose  above  8  percent  prior  to  Uorld  Viar  11  Since  then,  it  has 
never  fallen  below  11  percent,  rising  as  high  as  33  percent  during 
the  high-inflation,  bracket  creep  years  of  the  1970s. 

Toda\.  there  are  three  principal  defecLs  of  our  income  tax  system 
that  must  be  fixed  immediately 

■  Economically  Destructive:  Steeply  graduated  tax  rates 
on  both  labor  and  capital  destroy  jobs,  penalize  saving  and 
investment,  and  punish  personal  efforts  to  get  ahead 
through  hard  work. 

■  Impossibly  Complex:  The  mmd-boggling  complexity  of 
the  current  tax  code  imposes  an  unacceptable  burden  on 
taxpayers  and  a  huge  cost  on  the  economy 

■  Overly  Intrusive:  The  vast  enforcement  powers  con- 
ferred on  the  IRS  are  increasingly  seen  as  infringements 
of  privacy  and  personal  freedom. 

ECONOMICUIY  DESTRUCnVI 

hi  the  famous  Supreme  Court  case,  McCuiioch  v.  Maryland, 
Chief  Justice  Marshall  wrote:  "The  power  to  tax  involves  the 
power  to  destroy"  Some  of  the  ways  in  which  the  current  tax 
code  destroys  our  economic  vitahty  include; 

■  High  marginal  lax  rates  that  weaken  the  link  between  effort 
and  reward,  depress  productivity,  and  kill  jobs. 

■  Multiple  layers  of  taxation  on  work,  saving,  and  investment 
thai  da  up  new  capital  for  investment. 

■  Capital  gains  taxes  that  act  as  a  barrier  to  capital  formation 
-  prevenung  the  flow  of  investment  to  new  enterprises  and 
would-be  entrepreneurs. 

■  .\n  "alternative  minimum  tax"  that  imposes  immense  com- 
pliance cosLs  on  businesses,  sapping  resources  that  could 
otherwise  be  put  to  constructive  use. 

■  Double-taxation  of  corporate  income  which  shrinks  busi- 
ness investment  and  encourages  companies  to  take  on 
extra  debt 

■  Lstate  and  gift  taxes  that  force  families  to  sell  their  busi  - 
nesses  or  family  farms. 

.\  fundamental  principle  of  economics  is  that  the  more  you  tax 
something,  the  less  you  get  of  it,  .\nd  if  you  tax  success,  you  gel 
less  success.  The  current  conhscaton-  system  begs  the  questions: 
Vihy  work  harder  if  each  extra  dollar  earns  you  less'  Why  save 
for  tomorrow  when  spending  today  is  cheaper'  Why  dream  big- 
ger, when  little  dreams  are  less  expensive?  The  disillusioned 
answer  of  man\  .\mericans  is  simply :  ViTiy  bother? 


But  the  current  system  does  not  simply  sap  the  initiative  and 
aspirations  oi  indiiidiuil  a.\pd.\er>.  it  undermines  the  economic 
strength  of  our  nation  as  a  whole.  ,As  President  Kenned\  once 
observed:  '\\i\  economy  hampered  with  high  ta\  rates  will  never 
produce  enough  revenue  to  balance  the  budget,  just  as  ii  will 
never  produce  enough  output  and  enough  jobs." 

High  marginal  tax  raies  combmed  with  multiple  ta\ation  of 
work,  saving,  and  investment  act  as  a  "double-barreled  shotgun 
aimed  at  the  .American  economy"  accountant  Ted  Krauss  told 
the  commission  during  a  hearing  in  Uashingion  The  price  lag 
was  estimated  by  Professor  Dale  Jorgenson  of  Hanard  L  niversity 
who  told  the  commission  that  the  income  level  m  the  L  rated 
Stales  could  be  15  percent  to  20  percent  higher  than  today  if 
these  biases  did  not  exist. 

This  translata  to  losses  of  as  much  as  $4,000  to  $6,000  per  year 
for  ivpical  middle-income  families.  The  tremendous  economic 
drain  caused  by  an  anti-work,  anti-saving,  and  anti-growth  lax 
.svstem  does  not  even  lake  into  account  the  enormous  waste  of 
resources  —  the  lime,  money,  and  brainpower  —  lost  in  trying 
to  comply  with  the  current  code. 

Impossibly  Complex 

Today's  lax  code  is  so  complex  thai  many  Americans  despair  thai 
onlv  someone  with  an  advanced  degree  in  rocket  .science  could 
figure  it  out.  Thev  are  wrong.  Even  a  certified  genius  such  as 
Albert  Einstein  needed  help  in  figuring  out  his  Form  10^0. 

Consider  this  example  from  the  Internal  Revenue  Code's  rules 
on  the  Earned  Income  Tax  Credit.  Here's  how  they  describe  the 
httle  human  creature  we  call  a  child: 

(A)  LN  GE-NERM  — The  term  "qualilving  child"  means, 
with  respect  to  any  taxpayer  for  any  taxable  year, 
an  individual — 

(i)  who  bears  a  relationship  to  the  taxpayer  described  in 
subparagraph  (B), 

(ii)  except  as  provided  in  subparagraph  (B)  (iii),  who  has 
the  same  principal  place  of  abode  as  the  taxpayer  for 
more  than  one-half  of  such  taxable  year, 

(iii)  who  meets  the  age  requirements  of  subparagraph  (C), 
and 

(iv)  with  respect  to  whom  the  taxpayer  meets  the  identifica- 
tion requirements  of  subparagraph  (D). 

This  may  look  like  English  to  the  experts,  but  it  is  total  gibberish 
to  most  other  ,\mencans.  If  nothing  is  done  to  simplify  the 
impossible  language  of  the  current  tax  code,  every  American 
uill  need  a  laptop  just  lo  figure  it  out. 

Professor  James  Eustice  of  \YL  Law  School  once  defined  an 
"expert"  as  a  person  who  avoids  small  errors  as  he  sweeps  on 
10  the  grand  fallacy  '  The  problem  with  the  tax  code,  he  says, 
"is  that  it  has  been  wrinen  and  interpreted  by  so  many  experts' 
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that  it  has  lost  sight  of  the  fact  that  |  reaJ  people  |  have  to  function 
under  this  sy-siem."  The  result  is  a  lax  code  so  complex  that 
even  the  'experts'  themselves  can't  figure  it  out.  This  was  illus- 
trated by  an  annual  suney  of  tax  experts  conducted  by.Monef 
Magazine  Each  y«u',  the  magazine  would  send  a  hypothetical 
tax  return  to  50  professional  tax  preparers,  and  every  year  it  got 
back  a  startling  range  of  responses,  often  encompassing  50  dif- 
ferent answers.  .Needless  to  say,  if  the  "experts "  have  trouble 
understanding  the  tax  system,  the  odds  are  stacked  against  the 
rest  of  us. 

Convoluted  rules  and  regulations  force  small  businesses  to  hire 
e.xpensive  accountants,  forgo  expansion  or  new  opportunities, 
or  in  some  cases  avoid  the  entire  mess  by  going  underground. 
Tim  Sabus  of  Denver,  Colorado,  wrote  to  the  commis.sion:  "As  an 
entrepreneur,  1  experience  first  hand  the  horrors  of  our  tax  sys- 
tem. It  has  grown  into  a  monstrous  predator  that  kills  incen- 
tives, swallows  time,  and  chokes  the  hopes  and  dreams  of  many. 
We  have  abandoned  several  job-creating  business  concepts  due 
to  the  tax  complexities  that  would  arise." 

.Another  exasperated  business  owner,  Frank  Goodnight,  told  the 
commission  at  our  Charlotte  hearing  that  "during  the  recession 
of  1992,  our  company  paid  our  accounting  firm  more  money 
than  we  paid  in  taxes  "  He  is  not  alone:  in  1991,  the  Tax 
Foundation  reported  that  small  corporations  spent  a  mini- 
mum of  $,^82  in  comphance  costs  for  every  $  100  they  paid  in 
income  taxes. 

According  to  1995  l.R.S.  estimates,  businesses  will  spend  about 
3.4  billion  hours  and  individuals  will  spend  about  1.7  billion 
hours  embroiled  in  tax-related  paperwork.  That  means  nearly 
three  million  people  —  more  people  than  serve  in  the  U.S. 
armed  forces  —  work  full  time  all  year  just  to  comply  with  tax 
laws,  at  a  cost  of  about  $200  billion  a  year,  according  to  the  Tax 
Foundation  In  economic  costs,  this  is  like  taking  every  new  car, 
van,  and  truck  that  General  Motors  builds  in  a  year  and  driving 
them  off  of  a  cliff. 

In  a  recent  hearing  before  the  House  Ways  and  Means 
Committee,  Wilham  Dakin,  senior  tax  counsel  of  Mobil,  brought 
with  him  a  six  foot  high  stack  of  bound  papers,  weighing  1 50 
pounds.  These  were  Mobil's  corporate  tax  forms  for  1993  It 
cost  Mobil  an  estimated  S 10  million,  and  the  equivalent  of  57 
people  working  full  time  for  a  year,  just  to  figure  how  much  tax 
the  company  owed.  This  is  the  essence  of  a  brutally  compbcaled 
tax  system. 

Jeff  Renner,  a  real-estate  developer  from  Bellevue,  Nebraska, 
voiced  the  concern  of  many  wimesses  about  the  costly  burden  of 
compliance:  "That  time  and  effort  and  money  did  not  educate  a 
single  child,  it  didn't  feed  a  single  family,  and  it  didn't  produce  a 
single  tangible  object  to  improve  the  life  of  anyone."  ,\nd  Roger 
McCarthy  who  runs  an  engineering  firm  in  Menlo  Park, 
California,  complained  of  how  the  tax  industry  absorbs  the  high- 
tech  talent  that  could  be  working  in  productive  fields:  "It  is  dis- 


turbing that  we  are  not  competing  with  companies  like  Intel  and 
Hewlett-Packard  for  these  top  stars,  but  rather  with  Big  SLx 
accounting  firms  " 

OVXRIV  INTTIUSIVE 

There  is  no  simple  way  of  administering  a  monstrously  complex 
lax  code,  just  as  there  is  no  fair  way  of  enforcing  an  unfair  sys- 
tem. Former  Treasury  official  Ernest  S.  Christian  told  the  com- 
mission: "The  present  federal  income  tax  code  is  a  national  dis- 
grace that... has  characteristics  that  would  be  condemned  in  any 
human  personality:  It  is  inexcusably  class  conscious,  it  is  hypo- 
critical, it  is  meddlesome,  it  is  overbearing,  it  is  mean  and  hurt- 
fill,  it  is  covetous,  and  above  all,  it  is  downright  foolish."  It  is  no 
wonder  that  the  agency  charged  with  enforcing  such  a  sistem 
has  become  the  object  of  increasing  public  ire. 

Perhaps  the  most  troublesome  consequence  of  our  modem-day 
income  tax  system  is  the  enormous  power  that  Congress  has 
conferred  on  the  Internal  Revenue  Service  to  force  taxpayers  to 
comply  with  the  tax  code.  Tivice  as  big  as  the  CIA.  and  five  times 
the  size  of  the  FB.l.,  the  l.R.S.  controls  more  information  about 
individual  Americans  than  any  other  agency:  Without  a  search 
warrant,  the  l.R.S.  has  the  right  to  search  the  property  and  finan- 
cial documents  of  American  citizens.  Without  a  trial,  the  l.R.S. 
has  the  right  to  seize  property  from  Americans.  What  the  l.R.S. 
calls  its  own  "presumption  of  correctness "  leaves  many  taxpay- 
ers feeling  that  they  are  "guilty  until  proven  innocent"  —  a  stan- 
dard which  turns  norms  of  justice  upside  down. 

Even  those  within  the  l.R.S.  hierarchy  concede  the  inquisitorial 
nature  of  the  powers  granted  the  agency:  Fred  Goldberg,  former 
Commissioner  of  Internal  Revenue,  laments  that  "while  it  is 
unfair  to  the  many  fine  people  who  work  there,  the  l.R.S.  has 
become  a  symbol  of  the  most  mtrusive,  oppressive,  and  non- 
democratic  institution  in  our  democratic  society: " 

The  code  is  so  complicated  that  the  l.R.S.  itself  has  trouble 
imderstanding  it.  "As  a  retired  revenue  agent,  1  feel  qualified  to 
attest  to  the  monstrosity  that  the  hiiemal  Revenue  Code  has 
become,"  a  citizen  from  Michigan  wrote  to  the  commission. 
'"When  people  who  are  employed  to  enforce  the  tax  laws  have 
difficulty  understanding  its  comphcated  and  sometimes  incom- 
prehensible provisions,  it's  time  for  a  change."  Of  the  liens  the 
l.R.S.  filed  in  1990,  a  General  Accounting  Office  study  found 
1 6,000  errors.  The  error  rate  for  penalty  notices  to  employers 
on  tax  deposits  has  stood  as  high  as  44  percent. 

Even  when  the  l.R.S.  is  not  in  error,  many  of  its  practices  make 
little  sense.  For  example,  tax  documents  are  not  treated  as 
"timely  filed '"  if  sent  by  Federal  Express  rather  than  the  U.S. 
Postal  Service.  The  l.R.S.  charges  taxpayers  interest  even  when 
die  taxpayer  is  due  a  refiind.  hi  another  example,  one  particu- 
larly exasperated  citizen  wrote  to  the  commission  and  enclosed 
a  notice  just  received  from  the  l.R.S.  assessing  a  penalty  against 
his  company  For  an  underpayment  of  one  cent  on  his  tax 
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returns,  the  company  received  a  letter  from  the  I.R.S.  imposing  a 
penalty'  of  more  than  S  HO  Others  should  be  so  lucky.  Many 
who  testihed  before  the  commission  told  tales  not  just  of  tax 
penalties,  but  of  thousands  of  dollars  in  legal  fees  and  countless 
hours  with  lawyers  in  efforts  to  rectify  mmor  and  unwitting 
infractions,  or  clear  their  records  of  unjust  charges. 

In  Charlotte,  bu.sinessowner  jean  Hodges  recounted  a  tale  of 
horror  in  which  she  was  forced  to  pay  tens  of  thousands  of  dol- 
lars and  spend  untold  hours  trying  to  correa  an  error  made  by 
her  company's  bookkeeper  "1  would  hke  to  see  Congress  pass 
legislation  affordmg  small  businesses  relief  from  onerous  and 
intimidating  l.R.S.  regulations,'  she  said. 


The  preceding  pages  illustrate  what  is  wrong  with  the  current  tax 
system.  But  the  case  for  a  2  Isl  centun,  tax  system  must  be  made 
by  more  than  a  mere  indictment  of  the  stanis  quo.  To  para- 
phrase Peter  Drucker;  \bu  have  to  decide  what's  right  before 
you  decide  what  s  possible.  The  following  chapter  outlines  prin- 
ciples upon  wliich  a  better  hiture  can  be  built. 
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Working  Principles 


...For  the  Way  America  Works 


When  a  group  of  architects  sits  down  to  design  a  new  building, 
they  don  t  start  by  picking  out  the  draperies  and  choosing  the 
color  of  the  carpet.  They  begin  by  creating  the  basic  oudines  for 
the  suucture  to  come  Similarly,  the  charge  and  purpose  of  this 
commission  is  not  to  dictate  the  finishing  touches  of  finalized 
legislation.  Instead,  it  is  to  establish  the  foundation  upon  which 
a  new  system  can  be  raised. 

The  commission's  sLx  working  principles  for  a  2 1st  century  tax 
system  are  not  isolated  ideas,  randomly  grouped,  but  rather 
principles  that  link  together  to  form  a  sequence  —  a  chain  of 
economic  D.NA  —  that  can  renew  the  health  of  our  economy 
and  release  the  potential  of  the  American  people. 

ECONOMIC  GROVITH,  the  engine  of  opportunity  and  prosper- 
ity, can  only  be  unleashed  by  a  tax  code  that  encourages  initia- 
tive, hard  work,  and  saving. 

Such  a  system  must  be  based  on  FAIRNESS,  treating  all  citizens 
equally. 

The  system  should  achieve  SIMPLICITV'  so  that  anyone  can  fig- 
ure it  out 

A  fair  tax  system  also  requires  NELnTRALITY,  because  the  tax 
code  should  not  pick  winners  or  losers,  or  tax  saving  more 
hea\11y  than  consumption 

The  new  tax  s\stem  also  needs  VISIBILITY  so  that  everyone  gets 
an  honest  accounting  of  government's  cost. 

A  visible  tax  .sTstem  will  have  STABILITY  so  that  people  can  plan 

for  their  hitures. 

Economic  Growth 

...Because  expanding  opportunity,  prosperity;  and 
social  mobility  form  the  foundation  of  a  free  and 
healthy  society. 

None  of  the  myriad  challenges  confronting  our  nation  —  be 
they  poverty,  cnme,  racial  tension,  welfare  dependence,  or  the 
budget  deficit  —  can  be  solved  without  strong  economic 
growih.  Therefore,  an\  new  tax  svstem  must  be  predicated,  first 
and  foremost,  on  a  commitment  to  re\italiz)ng  the  American 
economy  and  lifting  barriers  to  opportunity. 


.No  nation  has  ever  taxed  iLs  way  to  prosperity.  Indeed,  one  of  the 
world's  fastest  growing  economies  over  the  past  2(1  years.  Hong 
Kong,  has  one  of  the  lowest  marginal  tax  rate  systems  -  1 S  per- 
cent or  less  -  on  labor  and  capital  Throughout  the  ages,  higher 
taxes  have  been  inversely  related  to  higher  productivm  and 
higher  growth.  Our  own  history  provides  evidence  of  this  axiom 

Share  of  Taxes  Paid  by  the  Top  1% 
Increased  as  the  Top  Tax  Rate  Fell 
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There  is  an  ini'erse  relationship  between  reienue  collec- 
tions from  the  wealthy  and  high  marginal  tax  rates. 

America  has  experienced  three  periods  of  very  strong  economic 
growih  in  this  cennin:  the  1920s,  the  1960s,  and  the  1980s. 
Each  of  these  growth  spurts  coincided  with  a  period  of  reduc- 
tions m  marginal  tax  rates.  In  the  eight  years  following  the 
Harding-Coolidge  tax  cuts,  the  American  economy  grew  by  more 
than  five  percent  per  year.  Following  the  Kennedy  tax  cuts  in  the 
early  1960s,  the  economy  grew  by  nearly  five  percent  per  year 
and  real  tax  revenues  rose  by  29%  from  1962  to  1968  (after 
having  remained  flat  for  a  decade) .  In  the  seven  years  following 
the  1981  Reagan  tax  cuLs,  the  economy  grew  by  nearly  four  per- 
cent per  year  while  real  federal  revenues  rose  by  26  percent. 
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Over  the  years,  we  have  seen  economic  output  rise  as  tax  rates 
fell  (and  fall  as  tax  rates  rose) .  But  federal  revenue  raised  as  a 
percentage  of  national  output  has  remained  /ij/.  .is  the  accom- 
panvlng  chart  indicates,  the  federal  government  historically  col- 
lects ahoui  10  percent  of  gross  domestic  product  -  regardless 
of  how  high  the  tax  rate  has  been  pushed. 

Top  Tax  Rate  and  Total  Federal  Revenue 


The  definition  of  fairness  that  emerged  from  hours  of  testimony 
before  the  commission  was  clear  and  unambiguous:  Any  new 
system  must  satisfy  three  simple  goals: 

Ta.\  equallv.  Does  it  treat  taxpayers  equally? 

True  progressi\ity:  is  it  compassionate  to  those  least 
able  to  pay? 

Lower  tax  rates:  Does  it  keep  the  tax  rate  low? 
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IRS  0MB,  Tax  Foundation 

The  top  line  represents  tl)e  top  personal  tax  rates  from 
1952  to  l'/J5.  The  bottom  line  shows  ramiue  to  the  fed- 
eral gofemment  expressed  as  a  percentage  of  total  eco- 
nomic output. 


High  rates  simply  mean  a  smaller  economy  —  and  less  income 
to  tax.  Cleariv,  1 9  percent  of  a  small  economy  brings  in  less  rev- 
enue than  19  percent  of  a  big  economy  One  more  reason  why 
economic  growth  should  be  the  goal  of  any  new  tax  system. 

FA1R.NXSS 

...Because  democracy  is  based  on  the  principle  of 
equality  before  the  lau. 

One  of  the  main  themes  the  commission  heard  in  hearings 
around  the  country  is  that  taxpayers  are  wilMng  to  shoulder  their 
share  of  the  burden,  as  long  as  others  pull  their  own  weight  as 
well  The  current  ta.\  code  —  with  iLs  conhision  of  proliferating 
rates,  deductions,  exemptions,  and  transfers  of  wealth  from  one 
constimencv  to  another  —  contributes  to  the  overwhelming 
conviction  of  many  .\mericans  that  the  present  system  is  unfair 


Tax  Equally 

To  most  Americans,  fairness  means  thai  the  rules  apply  to  every- 
bodv  and  everybody  plav's  by  the  rules.  Christine  Perkowski  of 
Richboro,  Pennsylvania,  wTOte  to  the  commission:  "I  do  not  ' 
mind  paying  my  fair  share  as  long  as  everyone  else  does,  but  1 
feel  that  many,  many  people  and  companies  are  not  paving  their 
fair  share  because  they  have  the  money  to  hire  smart  accoun- 
tants and  lawyers." 

Under  a  simpler,  fairer  system,  no  one  will  get  out  of  paying  their 
share  —  no  matter  how  many  "smart  accountants  and  lawyers" 
they  can  afford  to  hire.  By  streamlining  the  current  Rube 
Goldberg  contraption  of  multiple  rales  and  rules,  we  can  reduce 
the  number  of  moveable  parts  thai  are  manipulated  by  those 
who  seek  to  take  advantage  of  the  system.  Qearly  under  the  cur- 
rent multiple-rale  system,  any  tax  "loopholes"  —  deductions, 
exemptions,  and  credits  —  are  more  valuable  to  the  wealthy 
than  to  those  in  lower  brackets,  reinforcing  the  perception  that 
the  rich  do  not  pay  their  fair  share.  A  single-rate  system  would 
level  the  playing  field  by  eliminating  the  current  distortion  in 
which  tax  breaks  are  worth  more  when  a  persons  income  is 
higher 

Melvin  Barlow  of  Las  Cruces,  New  Mexico,  argued  this  dehnition 
of  fairness  in  a  letter  to  the  commission:  "It  is  not  right  that  the 
harder  a  man  works,  the  more  he  is  ta.\ed"  because  the  govern- 
ment imposes  a  higher  rate  on  each  additional  dollar  he  earns. 
A  single-rate  system  keeps  pace  with  the  ta.xpayer  as  he  climbs 
the  hill  of  economic  opportunity  and  does  not  weigh  him  down 
more  heavily  with  higher  rales  at  every  step  he  tries  to  take. 

For  taxable  income  above  the  personal  exemption,  if  one  tax- 
paver  earns  ten  times  as  much  as  his  neighbor,  he  should  pay  ten 
times  as  much  in  ta.\es.  Not  twenty  times  as  much  —  as  he 
would  with  multiple  and  confiscatory  tax  rales.  Not  five  times  as 
much  ^  as  he  might  with  special  loopholes.  Ten  times  as  much 
income,  ten  times  as  much  taxes.  That's  the  deal. 
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Trit  Tax  Progressfmtv 

,\n)encans  must  first  be  able  lo  feed,  clottie,  and  tiouse  their 
families  before  they  are  asked  to  feed  the  federal  spending 
machine,  A  generous  personal  exemption  will  allow  those  citi- 
zens at  the  bottom  of  the  economic  ladder  lo  gain  a  foothold  and 
begin  tlieir  climb  before  taxes  take  effect. 

Toda\.  those  who  try  to  move  from  welfare  to  work  face  the  high- 
est marginal  tax  rales  in  America  when  losi  benefJLs  are  included 
—  facing  effective  tax  rates  that  can  actuallv  exceed  100  per- 
cent. For  example,  if  a  single  mother  on  welfare  takes  a  job,  she 
stands  to  lose  more  than  a  dollar  for  everv  dollar  she  earns.  Her 
first  pavchcck  may  be  more  than  canceled-out  by  the  economic 
hits  she  lakes  when  she  loses  .\id  to  Families  with  Dependent 
Children,  Medicaid,  Food  Stamps,  and  pubbc  housing 
allowances.  In  addition  to  losing  benefits,  she  nowaZso  must 
pay  Social  Secunt\  and  Medicare  taxes,  federal  and  probably 
stale  income  tax,  while  facing  a  host  of  work  related  costs, 
including  transportation  and  child  care. 

We  need  a  tax  system  that  expands  opportunity  and  furthers  eco- 
nomic independence  by  strengthening  the  hnk  between  effort 
and  reward,  not  by  slapping  poverty -inducing  lax  rales  on  peo- 
ple as  .soon  as  they  get  their  heads  above  water.  True  progressiv- 
ity  can  be  achieved  by  a  single  tax  rate  with  a  generous  personal 
exemption.  With  an  exemption,  a  "single  rate"  does  not  mean 
that  everyone  pays  the  same  percentage  of  income  in  taxes.  A 
generous  personal  exemption  would  remove  the  burden  on 
those  least  able  to  pay;  as  incomes  rise,  the  average  lax  rate 
would  gradually  rise  up  to  the  single  rate. 

LOWTR  TAX  RATES 

The  consensus  of  the  majority  of  witnesses  who  wrote  to  the 
commission  can  be  summed  up  in  two  words:  lower  taxes. 

Historians  may  point  to  America's  beginnings  and  a  revolution 
deeply  rooted  in  reaction  lo  laxation  of  the  original  thirteen 
British  colonies.  Others  reference  religious  traditions,  including 
Moses'  warning  to  Pharaoh  that  he  may  tax  up  to  one  fifth  and 
no  more  —  before  demanding  that  he  "lei  my  people  go." 
Indeed,  Comnussioner  Dean  Kleckner  of  Iowa  touched  a  chord 
with  many  when  he  observed,  half-jokingly,  thai  "the  Bible  says 
we  ought  to  tithe  and  give  10%  lo  the  Lord.  I  have  a  hard  lime 
will  tlie  concept  of  giving  more  to  government  than  we're  asked 
togi\etoCiod" 

We  suspect  that  most  taxpayers  have  reached  their  conviction 
that  taxes  are  too  high  not  by  consulting  their  history  books  or 
the  .Scnptures.  but  simply  by  comparing  their  weekly  paychecks 
to  their  family  budgets  and  counting  all  the  sacrifices  they  must 
make  simply  to  pa\  the  government.  While  any  new  lax  code 
must  raise  sufficient  revenue  to  run  the  government,  it  must  also 


be  mindful  of  the  burdens  these  taxes  place  on  America  s  work- 
ing families.  One  wa\  to  reduce  this  burden  would  be  to  restrain 
government  spending.  By  restoring  the  balance  of  power 
between  the  federal  government  and  the  citizens  who  pay  its 
bills,  we  can  restore  basic  faith  in  the  svstem  and  keep  the  tax 
rale  low 

SiMPUcrrv 

...Because  life  is  too  short  and  peace  of  mind  loo  pre- 
ciotts  to  waste  your  lime  and  lose  your  temper  trying 
to  figure  out  your  taxes. 

Filing  tax  returns  will  never  be  anyone's  favorite  pastime,  but  nei- 
ther should  it  be  what  it  has  become:  one  of  life's  most  nerve- 
wracking,  gut-wrenching,  and  mind-numbing  chores.  With  a  . 
simpler  system,  taxpayers  will  be  able  to  file  their  returns  on  a 
single  piece  of  paper  in  less  time  than  it  takes  to  finish  your 
morning  crossAvord  puzzle. 

As  detailed  earher,  the  current  lax  code  is  exceedingly  expensive 
lo  comply  with,  increasingly  difficult  to  enforce,  and  nearly 
impossible  lo  understand.  Ambiguities  and  inconsistencies  in 
the  current  lax  code  increase  the  likehhood  that  taxpavers  will 
make  mistakes  and  fall  victim  to  enforcement  techmques  con- 
sidered by  many  to  be  infringements  of  personal  hberties. 

Long  ago  the  authors  of  the  Federalist  Papers  warned,  "It  will  be 
of  litde  avail  to  the  people  that  die  laws  are  made  by  men  of  their 
own  choice  if  the  laws  be  so  voluminous  that  they  cannot  be 
read,  or  so  incoherent  that  they  cannot  be  understood."  A  sim- 
plified, fairer  tax  system  will  let  Americans  get  a  handle  on  their 
taxes,  a  grip  on  their  government,  and  a  hold  of  their  fumre. 

Nehtrautv 

...Because  the  tax  code  should  not  pick  winners  or 
play  favorites,  but  allow  people  freely  to  make  deci- 
sions based  on  their  own  needs  and  dreams. 

The  tax  code  should  be  used  to  raise  revenue  to  run  the  govern- 
ment while  doing  the  least  possible  damage  to  the  economy 
This  means  leaving  individuals  free  lo  make  decisions  and  lo  set 
priorities  based  on  economic  reality  —  not  on  the  bureaucratic 
whims  of  Washington,  D.C. 

Taxes  cannot  help  but  raise  the  cost  of  everything  they  fall  on. 
But  at  least  they  should  fall  on  things  neutrally  without  penalizing 
one  form  of  economic  behavior  and  promoting  another.  As 
Senator  Robert  Bennett  of  Utah  recently  pointed  out,  'Neutrality 
means  that  the  tax  code  should  not  be  used  to  punish  the  bad 
guys  and  reward  the  good  guys.  We  have  other  laws  for  that. " 
Linfortunately,  the  current  code  strives  lo  act  as  economic  traffic 
cop  —  giving  green  lights  lo  certain  economic  activities  and  red 
lights  to  others. 
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The  result  of  the  biases  and  distortions  in  the  current  s\'stem  is  to 
make  the  market  less  free,  the  s\T;tem  less  fair,  and  families  less 
hnancially  secure.  .As  Frank  Hayes,  a  public  accountant  who  tes- 
tified before  the  commission  in  Omaha,  remarked:  "If  there's  a 
w  ay  to  make  things  simpler  and  take  the  ta.\  aspect  out  of  mak- 
ing day-to-day  decisions.  I  think  everybody  uould  become  pro- 
ductive. 

Perhaps  the  suigle  most  irrational  ancj  economically  damaging 
aspect  of  today  s  code  is  the  layer  upon  layer  of  taxes  on  saving 
and  investment.  By  hitting  uicome  saved  and  invested  harder  and 
more  frequentl\  than  income  consumed,  the  current  system 
prompts  ta.\pa\ers  to  spend  today  what  they  might  ollienvise 
save  for  tomorrow.  This  is  particularK  alarming  considering  the 
problems  facing  pubbc  retirement  programs  and  the  need  to 
strengthen  private  retirement  saving.  The  Bipartisan  Commission 
on  Entitlement  and  Ta.\  Reform  offered  analyses  and  proposals 
on  this  subject 

VisiBiim 

...Because  those  who  pay  the  price  of  government 
have  a  right  to  see  the  bill. 

The  history  of  hidden  taxes,  rapidly  rising  rales,  and  perpetual 
budget  deficits  proves  that  what  vou  don't  know  can  hurt  you. 
The  current  system  ludes  the  cost  of  government  behind  a 
chrome  deficit  and  a  maddening  multiphcity  of  taxes  —  many  of 
vv  hich  are  vinu;ill\  invisible  to  the  taxpayer  who  pays  them.  How 
much  did  we  pay  in  payroll  taxes  last  year!'  Vitial  excise  taxes 
were  hidden  in  the  prices  of  the  products  we  bought?  Viliai  are 
the  tax  cost  of  exclusions,  deductions,  and  corporate  income 
t;Lxes?  Few  of  us  know  the  answers. 

W  hen  it  comes  to  these  hidden  levies,  ignorance  is  expensive 
bliss  indeed. 

One  of  the  biggest  political  fictions  m  .\merican  liistorv  is  the 
progressive  taxation  of  "Mr  .Nobody"  -  the  illusion  that  "pain- 
less" taxes  can  be  levied  on  businesses  and  on  the  goods  and 
services  ihev  sell.  But  goods  and  senices  do  not  pay  taxes. 
People  do.  Ulule  husines.ses  collect  taxes,  the  burden  of  paying 
the  "business"  taxes  ultimately  falls  on  each  one  of  us  as 
investors,  workers,  or  consumers. 

Moreover  the  invisibility  of  many  taxes  perpetuates  the  fantasy 
that  government  is  free  —  even  as  its  real  costs  shrink  our  pav  - 
checks,  sap  our  savings,  drain  our  economy,  and  inflate  the  bud- 
get deficit  to  ominous  proportions.  Bob  (lenetski,  an  economist 
and  author  who  testified  at  hearings  in  Omaha,  told  the  commis- 
sion: "The  co.st  of  government  is  not  obvious  to  people.  If  you 
hide  the  cost  of  government,  people  are  going  to  demand  more 


government  than  they  otherwise  would."  By  severing  the  con- 
nection between  government's  cost  and  its  consumption,  the 
current  system  deprives  citizens  of  the  information  tliey  need  in 
order  to  make  rational  choices  about  what  they  want  to  buy  from 
Washington  and  how  much  they  are  willing  to  spend. 

\  visible  system  gives  taxpayers  an  honest  accounting  of  gov- 
ernment's expense  and  will  make  it  far  more  difficult  for  politi- 
cians to  tinker  with  the  tax  code  without  tlie  democratic  consent 
of  those  taxed. 

The  incurable  cynic  H.L.  Mencken  once  said,  "Conscience  is  the 
inner  voice  which  warns  us  somebody  may  be  looking."  By 
making  taxes  visible,  we  can  ensure  that  someone  always  will  be, 

SxABiun' 

...Because  taxpayers  should  be  able  to  plan  for  their 
future  without  the  rules  being  changed  in  the  middle 
of  the  game. 

Everyone  has  heard  the  old  saw  that  tliere  are  only  two  things  in 
life  that  are  certain:  death  and  taxes.  Given  the  constant  changes 
to  the  tax  code  over  the  past  few  decades,  tlie  certainty  of  taxes 
has  taken  a  penerse  twist.  Like  walking  bhndfolded  down  a 
ship's  gangplank,  you  know  the  end  is  out  tliere  —  you  just 
don't  know  when  it'll  arrive,  how  far  you'll  fall,  or  how  long 
you'll  be  able  to  keep  your  head  above  water 

This  unceruiintv  has  a  debilitating  effect  on  the  economy,  making 
it  very  difficult  for  famihes  and  businesses,  particularly  small 
businesses,  to  plan  for  their  fiiture  with  confidence.  This  exacts 
a  tremendous  cost  from  those  i;Lxpayers  and  business  owners 
who  mu.st  struggle  to  keep  up  with  evershifting  rules  and  regula- 
tions. The  retroactive  tax  increases  passed  in  I9').s  packed  a 
double-whanimy  —  changing  the  rules  w  hen  the  game  w  as  half 
over  .\  stable  tax  code  must  allow  individuals  to  .start  a  business, 
buv  a  house,  take  out  a  loan,  put  money  into  savings,  or  plan  for 
their  children's  education  without  fear  of  what  might  lurk 
behind  the  next  election  cvcle 


Vie  know  what  works. ..Freedom  works.  ,\nd  only  principles  for 
tax  reform  that  maximize  freedom  can  yield  the  opportunities, 
economic  growih.  and  untold  possibilifies  for  human  advance- 
ment that  are  its  frtiits.  in  his  last  public  address,  .Abraham 
Lincoln  declared  thai,  "Important  principles  may  and  must  be 
inflexible."  By  laying  down  these  important  principles,  lliis  com- 
mission hopes  to  help  build  a  himre  of  growing  prosperity  for 
manv  generations  to  come. 
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A  New  Tax  System  For  The  2 1"^  Century 


Recommendations 


.\mong  the  hundreds  of  testimonies  and  citizen  letters  reviewed 
b\'  lliis  commission,  one  of  the  most  compelling  was  that  of  Van 
Uoods,  owner  of  Sylvia's  Restaurant.  Mr.  Woods  and  his  family 
run  a  successful  soul  food  establishment  in  the  heart  of  Harlem, 
a  community  with  painfully  high  unemployment.  In  concluding 
his  testimony  to  the  commission,  he  said,  'Opportunity  is  the 
ability  to  look  in  the  face  of  my  son  and  say;  'I  don't  know  if  you 
(/■///succeed,  but  you  can.' " 

The  objective  of  this  commission,  the  aim  of  its  members,  is  to 
help  make  that  promise  a  reality  —  not  just  for  Mr.  Woods'  chil- 
dren, but  for  every  child  in  every  neighborhood  in  .America's 
2istcenniry. 

hi  submitting  these  recommendations,  the  commission  does  not 
seek  to  toss  \  et  another  piece  of  legislation  on  the  tahle.  Nor  was 
its  goal  to  pick  and  choose  among  existing  plans,  or  worse,  cre- 
ate a  hodgepodge  compromise  from  elements  of  existing  alter- 
natives. What  we  are  offering  to  the  .American  people  and  their 
elected  officials  is  a  set  of  standards  —  a  quality  control  —  that 
any  new  plan  must  meet  if  it  is  to  meet  the  bold  objective  of 
replacing  the  current  tax  code  with  a  fair  and  simple  system. 
The  preceding  chapter  provides  one  half  of  the  check-list:  the 
principles  tliat  anv  new  system  should  embody.  This  chapter 
provides  the  other  half:  key  recommendations  thai  any  new  sys- 
tem should  foLlov\. 

The  core  recommendations  of  the  National  Commission  on 
Kconomic  (irowih  and  Tax  Reform  are: 

■  .Adopt  a  single,  low  ta\  rate  with  a  generous  per- 
sonal exemption 

■  Lower  the  tax  burden  on  America's  working  families 
and  remove  it  on  those  least  able  to  pay 

■  End  biases  against  work,  saving,  and  investment 

■  .Allow  full  deductibility  of  the  payroll  tax  for  work- 
ing men  and  women 

■  Require  a  two-thirds  super-majority  vote  in 
Congress  to  increase  tax  rates 

We  believe  ttiat,  with  a  pro-growth,  pro-family  tax  system,  we  can 
achieve  these  goals  within  the  contexl  of  budget  equilibrium. 
The  commission  believes  that  this  new  tax  system  can  satisfy  our 
six  working  principles: 

■  Economic  growth  through  incentives  to  work,  save,  and 
invest; 

■  Fairness  for  all  taxpayers; 

■  Simplicity  so  that  anyone  can  figure  it  out; 


■  Neutrality  so  that  people  and  not  government  can  make 
choices; 

■  Visibility  so  that  people  know  the  cost  of  government;  and 

■  Stability  so  that  people  can  plan  for  their  himre 

The  following  pages  explain  the  core  recommendations  in  light 
of  these  principles,  and  explore  some  of  the  trade-offs  involved 
in  reaching  a  s'ystem  thai  meets  these  goals.  This  chapter  also 
touches  on  a  few  of  the  corollary  points  that  flow  from  these 
main  recommendations.  Staff  discu.s.sion  papers  are  provided 
for  those  who  seek  more  detail  on  the  concepts  involved. 

RECOMMENDATIONS 

Single  Tax  Rate.  A  single  rate  is  a  fair  rate.  One  ta.x  rate,  cou- 
pled with  a  generous  personal  exemption,  together  produce  a 
progressive  average  tax  rale.  Low  income  taxpayers  would  owe 
little  or  no  tax.  But  everyone  who  earns  enough  to  cross  the 
threshold  of  the  exemption  would  face  exactly  the  same  tax  rale 
on  any  additional  income. 

A  single-rate  .system  is  not  only  fair,  it  also  can  satisfy  the  princi- 
ples of  simplicity,  visihihty,  and  stability.  A  single  rate  is  clearly 
simple,  and  it  is  highly  visible:  one  rate  —  as  opposed  to  the 
current,  confusing  mess —  will  stand  out  and  be  remembered 
by  all.  A  simple,  visible  system  also  can  be  stable:  by  keeping 
our  eyes  on  the  single  rale,  we  can  keep  politicians'  hands  off  it. 

Nobel  Prize-winning  economist  FA.  Hayek  described  economic 
redistribution  through  multiple  tax  rates  as  "the  chief  source  of 
irresponsibility"  in  pohlics  and  'the  crucial  issue  on  which  the 
whole  character  of  future  society  will  depend."  A  system  of  grad- 
uated marginal  rates  violates  the  principle  of  fairness  —  that  if  a 
law  applies  to  citizen  A,  it  must  equally  apply  tu  citizen  B. 

Take,  for  example,  two  wheat  producers,  each  farming  the 
same-sized  plot  of  land.  One  of  them  produces  1 ,000  bushels  of 
wheat;  the  other,  through  harder  work  and  more  careful  land 
management,  produces  1,200  bushels.  To  tax  the  income  rep- 
resented by  the  additional  200  bushels  of  wheal  more  heavily 
than  tile  income  represented  by  the  first  1 ,000  would  be  demon- 
.strably  unfair  to  the  more  productive  farmer  And  yet,  that  is  the 
nature  of  a  multi-rate  tax  system;  it  takes  more  from  people  for 
their  hard  work,  creativity,  and  success. 

The  added  output  -  and  the  resulting  added  income  —  of  one 
taxpayer  does  not  diminish  his  neighbor,  and  is  not  earned  at 
his  neighbor's  expense.  Indeed,  it  expands  economic  opportu- 
nity, increases  the  availabihty  of  goods  and  services,  and  helps 
others  be  more  productive  as  well. 
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Tnie  progressivin  requires  a  low  lax  rate  coupled  with  a  gener- 
ous personal  exemption  This  would  grant  low-income 
.^mencans  ;m  'economic  head-start  —  allowing  them  to  begin 
their  cLnih  toward  economic  independence  before  they  are 
asked  to  shoulder  their  share  of  go\ernment  s  cost.  The  larger 
goal  IS  10  move  be\ond  mereh  m;unt;iining  low  income 
\niencans  at  subsistence  le\el  livelihoods  toward  giving  them  ;m 
oppomimtv  to  pemianentl\  escape  povern. 

Here.  a.s  elsewhere,  there  are  trade-offs  involved.  The  goal  of 
protecting  those  lea.st  able  lo  be;u-  the  burden  of  taxation  con- 
tbcts  with  the  pnnciple  of  visibilitv:  those  exempt  from  taxes 
don  1  sec  the  price  of  tlie  government  senices  we  all  pay  for. 


Bias  against  saving  and  investment. 

.Multiple  taxation  creates  a  huge  bias  against  saving  and 
in\estnient  tliat  must  be  eliminated  in  a  new  s-ystem. 
Consider,  for  example,  the  effect  of  tlie  airrent  system  on 
a  faiiiilv  in  the  28  percent  tax  bracket  that  earns  an  extra 
SI, 000. 

Of  that  S 1 ,0(K),  they  will  pay  S28U  in  federal  income  tax 
and  keep  S"20.  If  they  spend  that  $-20.  say,  taking  the 
family  to  Disneyland,  they  incur  no  further  federal  tax,  no 
matter  how  many  times  they  ride  the  Space  Mountain. 

But  suppose,  instead,  they  decide  to  invest  the  iticome  in 
stocks  10  create  financial  security  for  their  funire.  Bad 
move,  says  the  current  tax  code. 

First,  thev  alreadv  had  to  pay  income  taxes  to  have  tlie 
S'lu  tolnvest.  Second,  the  company  in  wtich  they 
invest  will  generally  pay  tax  at  a  35  percent  rate  on  tlie 
returns  on  the  amount  invested.  Third,  if  the  company 
pavs  dividends,  the  family  will  pay  a  28  percent  tax  on  the 
dividends  they  receive.  .Mtematively.  if  the  company 
retains  the  after  tax  income  for  reinvestment  or  finds 
other  way^  to  boost  hiture  earnings,  the  stock  price  will 
nse.  The  hiliire  earnings  will  be  taxed,  and  if  the  family 
sells  the  stock,  it  will  pay  a  capital  gains  tax  at  a  28  per- 
cent rate  (sec  below)  Fourth,  if  they  hold  the  proceeds 
of  the  sale  until  death,  lliey  will  be  subject  to  an  estate  tax 
tliat  can  go  as  high  as  55  percent 

Both  the  investment  in  the  slock  market  and  the  invest- 
ment in  the  family  trip  produce  remms  —  one  yields 
warm  memones  of  the  past,  the  other  provides  real  hope 
for  the  fumre.  The  returns  on  the  investment  in  the  trip 
arc  not  subied  to  a.\.  the  remms  on  the  investment  in  the 
stock  market  are.  ( Staff  discussion  papers  contain  fur- 
ther information  on  the  tax  code  s  bias  gainst  saving  and 
investment.) 


The  commission  bebeves  tliat  tlie  costs  —  both  economic  and 
moral  —  of  burdening  low -income  people  with  taxes  thai  can 
bar  them  from  reaching  their  hillest  potential  outweigh  compet- 
ing concerns.  Bv  offering  low-income  .\mericans  a  window  of 
economic  opporwnity.  the  person;d  exemption  can  help  liberate 
those  whom  the  public  sector  has  failed  to  help  ;md  the  private 
sector  has  failed  to  reach. 

Loner  Tax  Rates.  The  commission  recommends  that  tlie  sin- 
gle rate  be  as  low  as  possible.  We  encourage  the  adoption  of 
such  a  low  rate  within  the  framew  ork  of  budget  e(|uilibrium. 
Furthermore,  we  strongly  urge  that  the  rate  be  lowered  over  time 
as  a  growing  economy  yields  rising  revenues.  He  recommcud 
that  added  revenues  be  considered,  not  as  more  Monopoly 
money  for  Washington,  hut  as  a  "growth  dividend'  to  be  paid 
out  to  the  American  people. 

Eliminate  biases  against  work,  saving,  and  invest- 
ment. The  principles  of  faime.ss  and  neiitr:dit\  require  that  all 
income  be  taxed  the  same,  whether  it  is  used  for  consumption 
or  saving,  whether  it  is  produced  in  sm;dl  businesses  or  large 
corporations,  and  whether  it  is  earned  by  emjiloyees  or  the  self 
employed. 

I  nder  the  current  system,  income  that  is  used  for  consumption 
is  taxed  once,  w  hile  income  tliat  is  saved  is  taxed  again  and 
again.  For  businesses,  complex  depreciation  niles  me;ui  that 
income  from  investment  in  buildings  and  equipment  is  over- 
st:ited.  This  forces  people  to  |)a\  t;Lxes  before  they  have  recov  - 
ered  tlie  co.st  of  their  investment. 

The  box  at  left  provides  :m  ex;imple  of  the  problems  cre.iied  bv 
the  current  tiix  code. 

The  biases  result  in  less  work,  saving.  ;utd  iiivestnienl.  lower  pro- 
ductivm  ;uid  wages,  fewer  jobs,  less  Income  to  siieiid  on  housing 
mm!  education.  ;uid  fewer  assets  to  ftimish  Income  in  retirement 
th;ui  would  otherwise  be  the  case.  .As  the  ex;un])le  at  left  demon- 
strates, these  biases  affect  even  fiimily  tliat  Is  trviiig  to  save  for  the 
ftiaire. 

In  order  to  end  these  biases,  the  tax  svsteni  must  either  let 
.savers  deduct  their  saving  or  exclude  the  returns  <m  the  .wr- 
ing from  their  taxable  income  it  must  end  double-taxation 
of  businesses  and  their  owners  ■ii\A  permit  expensing  of 
investment  (nitlays.  It  niu.st  :ilso  address  the  following  issues: 

Capital  Gains  Taxes  if  a  new  tax  .system  Is  to  eliminate  biases 
against  saving  ;md  Investment.  It  also  must  abolish  sepanjte 
la.\ation  of  capital  gains.  .\s  commissioner  Ted  Forstmann 
s;ild.  "The  biggest  depress;mi  on  the  rale  of  capltid  ftinnatlon  Is 
the  risk  of  confiscation  b\  the  government."  The  I  nited  .Stales 
now  Impo.ses  some  of  the  highest  tax  rates  on  caplt;d  of  :uiy 
developed  nation  -  a  28  percent  t:ix  on  long-lenn  capital  gains 
unindexed  for  inllailon.  Compare  that  with  a  Id  percent  rate  In 
Friuice;  a  1  percent  rale  in  jap;in;  and  a  zero  lax  on  capital  gains 
in  Hong  hong,  tiemiany.  South  Korea.  Singapore,  and  Malaysia. 
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The  resull  is  to  punish  risk-laking,  shrinl\  the  pool  of  apiial 
needed  for  investment.  ;uid  depn\e  would-be  entrepreneurs  of  a 
chance  to  climb  the  ladder  of  economic  opportunii\.  "The  tax 
on  capital  gains,"  argued  President  Kemied\  in  \%x  "directls 
affects  m\esmient  decisions,  the  mobilm  and  the  flow  of  nsk 
capit;d,,.the  e;Lse  or  diff]cult\  experienced  by  new  ventures  in 
obuuning  capital,  and  thereby  the  strengtli  and  potential  for 
growth  in  the  economy" 

Bv  shrinking  the  supply  of  available  seed  com,  the  capital  gains 
tax  acts  as  a  fumre  tax  on  wealth  to  be  realized,  businesses  to  be 
built,  and  jobs  to  be  created.  Those  hardest  hit  are  not  the 
wcaltlu'  -  who  by  definition  have  their  capital  gains,  their  wealth, 
behind  them  -  but  rather  all  those  who  have  yet  to  reahze  their 
capital  gains:  the  poor,  the  young,  and  minorities. 

"Death "  Taxes.  It  makes  little  sense  and  is  patently  unfair  to 
impose  extra  ta.xes  on  people  who  choose  to  pass  their  assets  on 
to  their  diildren  and  grandchildren  instead  of  spending  them 
lavishlv  on  themselves.  Families  faced  with  these  confiscatory 
ta.xes  often  find  themselves  forced  to  sell  off  farms  or  businesses, 
destroying  jobs  in  the  process.  "We  must  help  to  save  the  family 
farm,  ranch,  and  business,"  said  Commissioner  Jack  Paris. 

LinforiunateK,  family  businesses  often  get  hit  hardest  because 
tliev  can  t  afford  to  hire  expensive  lawyers  and  accountants.  As 
Douglas  Darch  of  Wake  Forest,  North  Carolina  testified  to  the 
commission:  "There  is  something  wrong  with  a  tax  system  that 
results  in  the  systematic  dismanlhng  of  small  businesses  to  meet 
estate  tax  obligations." 

Tlie  tragedy  is  that  while  these  taxes  cause  much  suffering  for 
iaxpa\ing  families,  they  generate  a  relatively  small  amount  of  rev- 
enue Fsuue  and  gift  taxes  appear  to  count  for  less  than  1  %  of 
federal  revenues  -  but  even  that  low  figure  is  exaggerated  and 
misleading.  Professor  Douglas  Bemheim  of  Stanford  University 
testified  before  the  commission  that  the  estate  tax  may  not  really 
raise  an\  revenue  at  all.  because  more  income  tax  is  lost  from 
"estate  phmning '  than  is  ultimateh  collected  at  death. 

Full  Deductibility  of  Payroll  Taxes  for  All  Working 
Americans. 

The  Commission  recommends  that  federal  payroll  ta.xes  be  fully 
deductible  —  both  for  employers  and  employees.  Many 
emplo\ers  and  employees  pay  more  in  payroll  taxes  than  they  do 
in  federal  income  taxes.  Making  these  taxes  deductible  for  both 
emplovers  and  employees  will  reduce  obstacles  to  hiring  more 
workers  ;md  will  fuel  .\mericas  job  growth  into  the  2 1st  century. 

L  nder  the  current  tax  system,  workers  pay  income  tax  on  their 
Sociid  Security  tax  —  a  lax  on  a  tax.  Employers  can  deduct 
their  half  of  the  payroll  tax.  hut  employees  cannot.  The  com- 
bined burden  of  both  income  and  Social  Security  tax  is  parlicu- 
larl\  hard  on  workers  with  incomes  too  high  to  be  eligible  for 
the  Famed  Income  Tax  Credit  (roughly  $2S,()()0),  but  loo  low  to 
be  below  tlie  threshold  where  the  Social  Security  tax  stops  being 


taken  out  of  paychecks  (about  Sd.rOOO). 

WTien  employer  and  employee  payroll  ta.xes  of  IS.,^".  are  taken 
into  account,  workers  in  the  28",,  tax  bracket  actualK  face  a  bni- 
tal  marginal  tax  rate  of  more  than  4.V-'.i  on  any  additional  income 
ihe\  earn,  A  single  low  tax  rate  would  help  relie\e  this  demoral- 
izing tax  penalty  on  work  and  saving  But  it  still  leaves  a  tax  on  a 
lax. 

Making  the  Social  Securi^  tax  deductible  would  help  reduce  the 
combmed  marginal  tax  rates  on  middle-income  taxpayers  who 
get  hit  bv  both  ta,xes,  A  one-t^amer  couple  with  a  S^O.OOO 
income  currendy  pays  tax  as  tliough  the  couple  really  received 
the  entire  $^0,000  —  even  though  diey  have  already  paid  over 
$3,000  as  their  share  of  die  payroll  tax,  leaving  less  than 
S.r,000  on  which  they  could  possibly  pay  income  ia.xes.  By 
making  die  payroll  tax  deductible,  income  taxes  would  be  calcu- 
lated on  die  basis  of  working  families'  real  net  incomes. 

This  need  for  change  was  highlighted  in  a  citizen  letter  to  die 
commission  from  Spencer  Riedel  of  Flagstaff,  .\rizona,  who 
described  the  Social  Security  payroll  tax  as  "a  huge 
heartache. .Is  diere  no  way  to  stop  this  hidden'  lax'/...If  we  could 
ehminale  diis  unfair  mandated  tax,  our  basiness  would  hire  two 
more  people." 

A  Two-Thirds  Majority  Vote  in  Congress  To  Raise  The 
Tax  Rate.  The  commission  recommends  that  the  new  system. 
be  guaranteed  both  stabihty  and  longevity  by  requiring  a  super- 
majority  vote  of  bodi  houses  of  Congress  to  raise  die  rate. 

In  hearings  across  the  country,  one  depressing  but  all-too-famil- 
iar response  from  taxpayers  could  be  blundy  paraphrased  as: 
"Change,  schmange.  Tliat's  what  you  guys  said  the  last  nme  you 
talked  about  tax  reform  "  The  roller-coaster  ride  of  tax  poliq  in 
the  past  few  decades  has  fed  citizens'  cynicism  about  die  possi- 
bility of  real,  long-term  reform,  whde  fuehng  fnistrafion  with 
Washington.  The  initial  opumism  inspired  by  the  low  rates  of  the 
1986  Tax  Reform  .\ct  soured  uito  disillusionment  and  anger 
when  taxes  subsequendy  were  hiked  two  times  in  less  dian  seven 
vears.  The  commission  believes  diat  a  two-diirds  super-majority 
vote  of  Congress  will  earn  Americans'  confidence  in  die 
longevity,  predictabdity,  and  stability  of  any  new  tax  .system. 

The  goal:  A  single  low  rate  on  income  with  a  generous 
personal  exemption,  a  lower  burden  on  working  fami- 
lies, an  end  to  biases  in  the  tax  code  —  all  set  in  the 
stone  of  a  congressional  supe^majority.  The  recom- 
mendations in  this  chapter  form  the  core  framework  for 
a  new  2 1st  century  tax  system. 

OTHER  ISSUES 

Deductions  and  Exclusions 

Concems  about  special  provisions  in  the  existing  tax  code  have 
die  potendal  to  derad  debate  over  die  merits  of  a  new  tax  system 
and  die  tremendous  benefits  it  could  bring  to  die  American 
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economy.  There  are  important  social  and  economic  conse- 
quences of  certain  deductions  and  exclusions.  The  commission 
believes  they  should  be  considered  with  an  eve  to  their  impact 
on  the  tax  rate,  the  costs  to  the  Treasury,  and  the  consequences 
of  change  —  and  within  the  context  of  the  values  of  the 
■American  people.  For  example,  the  home  mortgage  interest 
deduction  has  spurred  home  ownership  in  .\merica:  an  impor- 
tant goal  of  our  commission  is  to  spread  ownership  to  give  more 
people  a  stake  in  the  system.  .And,  at  a  time  when  America  needs 
a  renaissance  of  private  giving  and  commitment  to  overcome 
those  social  problems  which  government  programs  have  either 
failed  to  improve  or  made  worse  —  we  need  a  system  which 
encourages  people  to  take  more  responsibility  for  communities 
and  neighbors  in  need.  We  welcome  debate  over  the  best  way  to 
protect  these  instimtions  and  preserve  the  values  they  represent 
within  the  context  of  the  dynamic  new  tax  system  we  envision. 

Simplify  International  Taxation:  Congress  should  con- 
sider a  territorial  tax  system.  Tlie  current  system  of  taxing  inter- 
national business  operations  is  one  of  the  most  complicated 
parts  of  the  Internal  Revenue  Code.  It  leads  to  enormous  costs 
of  compliance  and  enforcement,  raises  little  revenue,  and  dam- 
ages the  competitiveness  of  L  .S.  businesses  operating  abroad. 
Further  it  encourages  them  to  keep  reinvesting  profits  abroad 
rather  than  bringing  the  money  back  home  where  it  could  be 
reinvested  in  .\merica. 

Viliaiever  new  tax  system  is  chosen,  there  must  be  a  clearer,  sim- 
pler, and  more  certain  determination,  relative  to  current  prac- 
tice, of  what  income  is  foreign  or  domestic  or  what  international 
transaction  is  taxable.  In  addition,  anention  must  be  given  to  the 
proper  t;i\  treatment  of  foreign  source  license  fees,  royalties, 
and  other  intangibles  so  as  not  to  discourage  research  and 
development  in  the  United  States. 

Strengthen  Private  Retirement  Saving:  The  commission 
is  particularh  concerned  that  .Americans  are  not  saving  enough 
for  their  own  retirement.  .\  tax  system  that  eliminates  the  bias 
gainst  .saving  is  es.sential  to  encourage  people  to  accumulate 
more  assets  throughout  their  lives.  There  is,  however,  no  guar- 
antee that  ail  individuals  or  famihes  will  save  enough  to  be 
secure  and  hnancialiy  independent  in  their  retirement,  even 
under  a  new  tax  system. 

Viiih  the  problems  facing  public  retirement  programs,  it  is 
essential  that  private  retirement  saving  be  strengthened.  Without 
sufficient  retirement  saving,  many  people  will  become  depen- 
dent upon  the  government  in  their  old  age.  necessitating  either 
sharp  increases  in  taxes  on  fumre  generations  or  a  signihcantly 
diminished  standard  of  living.  Providing  strong  encouragement 
for  individuals  and  families  to  lake  responsibility  for  their  own 
retirement  will  go  a  long  way  toward  preventing  uncontrolled 
growth  of  government  wliile  ensuring  a  more  comfortable,  more 
secure,  and  more  independent  retirement. 

Therefore,  any  lax  system  should  encourage  people  to  save  for 


their  own  retirement.  Further,  the  commission  recommends 
that  Congress  begin  the  process  of  policv  changes  thai  will  result 
in  people  taking  more  responsibihty  for  their  own  retirement 
saving.  Other  changes  within  the  overall  income  and  payroll  tax 
systems  also  should  be  considered. 

MEASllUNG  RESIHTS 

One  of  the  chief  objectives  of  adopting  a  new  tax  system  is  to  pro- 
mote economic  growth.  If  we  are  successful,  the  added  growth 
will  provide  the  tax  revenues  to  pay  for  a  portion  of  the  change  in 
the  tax  law.  Failure  to  coimt  these  added  revenues  will  make  it 
appear  more  difficult  to  make  the  necessary  tax  changes. 

One  couldn  t  catch  the  blossoming  of  a  rose  in  a  split-second 
single-frame  exposure,  or  capmre  a  speeding  buUel  with  time-, 
lapse  photography  Similarly,  the  tools  with  which  we  anticipate 
and  examine  changes  in  government  policies,  including  tax  pol- 
icy, must  mirror  the  way  the  economy  actually  changes  as  a 
result  of  these  actions. 

Wlien  a  bill  is  being  debated  before  Congress,  members  are 
required  to  produce  estimates  of  tlie  costs  of  the  legislation.  For 
years.  Congress  has  used  what  are  called  "static  revenue  esti- 
mates" to  produce  these  figures.  Static  revenue  estimates  attempt 
to  predict  fumre  government  revenues  by  applying  the  new  law^ 
to  todav's  economy  as  though  it  would  not  be  affected  by  the  new 
law.  History  has  shown  that  these  estimates  are  limited  in  their 
ability  to  predict  revenues. 

We  recommend  that  Congress  instead  use  estimates  that  mea- 
sure the  impact  policy  changes  will  have  on  people's  behavior 
and  on  fumre  economic  activity,  and  that  therefore  more  accu- 
rately predict  implications  for  fiiture  revenue  collections.  L'se  of 
this  "dynamic "  scoring,  of  course,  must  be  based  upon  realistic 
assumptions  regarding  tax  rates,  tax  revenues,  and  economic 
activity.  It  is  essentia]  to  avoid  overly  optimistic  as  well  as  overly 
pessimistic  projections.  (Further  details  are  provided  in  the  staff 
discussion  papers.) 

Transition  issits 

The  defenders  of  tlie  siams  quo  will  say  that  our  recommenda- 
tions for  a  new  tax  system  will  mean  a  tax  increase  on  the  middle 
class  or  cause  a  flood  of  red  ink. 

We  strongly  disagree.  The  thinking  behind  our  current  tax  sys- 
tem is  a  model  that  does  not  fit  tomorrow's  world.  Complainers 
fail  to  understand  the  new  world  that  this  new  system  will  create. 
The  tax  reform  we  envision  will  create  a  different  climate  for 
economic  growth.  It  will  lift  incomes.  It  will  reduce  interest 
rates.  It  will  put  people  to  work.  It  will  reduce  the  use  of  tax 
shelters.  It  will  reduce  the  need  for  social  safety-net  spending.  It 
will  foster  millions  of  new  businesses  and  jobs.  In  the  process, 
the  transition  will  help  to  pay  for  itself. 

That  doesn't  mean  there  will  not  be  difficult  issues  to  address 
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during  the  transition.  In  particular,  polio  makers  must  take 
care  to  protect  existing  saNings.  investments,  and  other  assets. 
VChatever  tiie  challenges  this  change  presents,  we  beheve  that 
none  of  the  issues  is  insurmountable. 

V,haiever  equivocations  there  may  be  toward  the  future,  we  must 
not  let  them  rob  us  of  the  unparalleled  economic  growth,  the 
unimagined  opportunities  for  human  hilfillment  and  advance- 
ment that  now  lay  trapped  within  the  cage  of  the  current  system, 
waiting  for  us  to  open  the  door 

Conclusion 

The  recommendations  oulhned  here  can  lay  the  groundwork  for 
a  pro-growth,  pro-family  tax  code  for  America's  2 1st  cenmry.  As 
construction  of  the  new  system  moves  forward,  there  will  be 
many  decisions  to  be  met  and  made  along  the  way.  ^Tiile  we 
have  tried  to  raise  a  number  of  those  issues  here,  and  clarify 
others  in  the  discussion  papers,  it  is  impossible  to  anticipate 
everv  question  that  will  arise  as  we  move  toward  a  new  system. 

We  urge  that  the  ,\mcrican  people  participate  in  this  debate  at 
even  step  of  the  way.  This  is  all  the  more  crucial  given  the  criti- 
cal namre  of  the  transition  issues  involved  as  replacement  of  the 
current  system  gets  underway  Half  a  cenmry  ago,  the  economist 
Joseph  Schumpeter  described  capitalism  as  inseparable  from 
'the  perennial  gale  of  creative  destruction."  In  the  transition  to 
a  fairer  system  and  a  freer  market,  the  winds  of  change  are 
bound  to  increase.  Those  who  have  a  stake  in  the  stams  quo  will 
not  welcome  change;  others  may  prefer  the  cramped  confines  of 
the  familiar  present  to  the  uncertainty  of  a  yet  realized  fumre. 

If  the  taxpayer  testimonies  we  listened  to  and  letters  we  received 
bear  am  e\idence  of  the  broader  mood  of  the  country,  we 
believe  tiial  .Americans  are  overwhelmingly  eager  to  make  that 
change,  ready  for  its  challenges,  and  look  forward  to  its 
opporninities. 

It  has  been  a  privilege  for  us  to  serve  on  this  commission,  and 
each  of  us  has  taken  the  responsibihty  ven'  seriously.  We  have 
been  educated  and  inspired  by  the  many,  many  Americans  we 
ha\e  talked  with.  While  the  ta.\  system  is  in  serious  disrepair,  the 
.American  spirit  and  will  for  change  are  stronger  than  ever  We 
thank  Senate  Majorit>  Leader  Dole  and  Speaker  Gmgrich  for  giv- 
ing us  this  opportunity  by  delegating  us  to  do  this  important 
work. 

We  quote  in  this  report  many  of  the  citizen  wiUiesses  who  wrote 
to  us  and  who  testified  at  our  hKUing.  We  thank  them  and  the 
man\  e.xpert  witnesses  who  prepared  testimony  and  answered 
our  many  questions  about  the  intricacies  of  tax  reform. 

We  are  \'ery  much  indebted  to  the  lawmakers  who  have  spent 
years  of  their  careers  studying  tax  reform,  inspiring  serious 
debate  on  the  flaws  of  the  current  system,  and  developing  pro- 
posals for  major  tax  reform.  .Among  them:  House  Majority 
Leader  Dick  Armev,  Wavs  and  Means  Chairman  Bill  .Archer, 


Senate  Budget  Chairman  Pete  Domenici.  Senator  Sam  Nunn. 
Joint  Economic  Comminee  Chairman  Connie  Mack,  Senator  Bob 
Bennen.  and  Congressman  Dick  Gephardt,  Others  w  hose  work 
has  been  invaluable  to  the  process  mclude  Senator  Richard 
Shelby.  Senator  Richard  Lugar  Senator  Arlen  Specter  ranking 
W  ays  and  Means  Comminee  member  Sam  Gibbons,  and  man\ 
others. 


It  has  been  said  that  even  breakthrough  in  human  understand- 
ing has  come  in  the  form  of  a  sunplihcation.  The  complex, 
bureaucratic  tax  code  of  the  20th  cenmry  will  not  enable  us  to 
keep  pace  with  the  complex  and  rapidly  changing  world  of  the 
2 1st  cenmn.  A  simplified  tax  code  would  have  an  mstani  impact 
on  peoples'  lives  — freeing  up  time,  energy  and  re.sources  cur- 
rently wasted  in  costly  comphance  for  productive  endeavors. 

The  impact  on  the  economy  would  be  immediate  and  profound, 
putting  the  goal  of  a  doubled  economic  growth  rate  within  our 
reach.  The  moment  the  dead  weight  and  distortions  of  the  cur- 
rent tax  system  are  hfted  from  our  economy,  the  explosion  of 
new  invesunent,  new  businesses,  and  new  jobs  would  tran.sfomi 
the  economic  and  social  landscape  of  our  country.  A  ncwl\  gal- 
vanized economy  would  create  work  for  all  those  who  wanted  it. 
unleash  unimagined  innovations,  act  as  a  m^piet  for  apital 
from  all  over  the  worid,  and  boost  wages  and  living  standards 
for  America  s  working  families. 

We  also  believe  that  a  new  tax  code  can  help  replenish  the  well- 
springs  of  public  trust  —  in  our  govemmeni.  in  each  other,  and 
in  ourselves.  By  treating  citizens  equallv  and  with  respect,  a  new 
lax  code  can  restore  faith  ui  the  basic  fauness  of  the  syMem.  A 
simplified  s\.stem  will  ehminate  the  fear  that  special  advantages 
hide  in  complexitv.  while  restoring  citizens'  confidence  in  their 
owti  abihty  to  comply  with  the  code. 

This  vision  of  the  fumre  is  rooted  in  both  a  reahsm  about  human 
nature  and  an  ideaUsm  about  human  potential.  We  recognize 
that  a  new  tax  code,  no  matter  how  radical,  cannot  solve  all 
problems.  It  cannot  make  fathers  love  mothers  or  guarantee 
children  happy  homes.  Government  reform,  however  vast  or 
vaunted,  cannot  change  hearts. 

But  it  can  lift  hopes.  At  its  best,  it  does  this  by  seeking,  as  Lincoln 
did,  "to  elevate  the  condition  of  men  —  to  lift  artificial  weights 
from  all  shoulders  —  to  clear  the  paths  of  laudable  pursuit  for 
aU." 

By  freeing  citizens  from  the  costly  encumbrances  of  the  current 
tax  code,  by  restoring  the  link  between  effort  and  reward,  by 
allowing  individuals  to  save  and  invest  in  their  fumre,  and  by 
unleashing  the  pent  up  power  of  our  economy,  this  new  system 
can  lead  to  Lincoln's  "new  birth  of  freedom,"  and  launch  us  into 
the  next  .American  cenmn. 
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Biographies 


Chairman /afife  Kemp  is  founder  and  current  co-director  of 

Empower  .\nierica.  a  public  policv  and  ad\ocac\  organization. 
Kemp  sened  as  Secretary  of  the  I  .S.  Department  of  Housing  and 
L  rban  Development  in  tlie  Bush  Admimsiration.  and  repre- 
sented the  Buffalo,  N.V..  area  for  18  \ears  in  the  L'.S.  House  of 
Representatives.  He  played  professional  football  for  1 }  years  as 
quarterback  for  the  San  Diego  Chargers  and  Buffalo  Bills,  His 
father  was  a  small-businessman  who  helped  staii  a  small  truck- 
ing company  in  and  around  Los  .\ngeles.  C\. 

"Ifyou  tax  something,  you  get  less  of  it.  If  you  subsidize 
something,  you  gel  more  if  it.  Tk'prohlem  in  America  today 
is  that  we  are  taxing  work,  sarings.  investment,  andproduc- 
tivit):  and  we're  subsidizing  debt,  welfare,  consumption, 
leisure,  and  mediocrity " 


J.  Kenneth  Blackicell  lived  in  public  housing  for  the  first 

seven  years  of  his  life  only  to  later  pioneer  housing  reforms  as 
the  Deputy  Indersecretan  of  llie  I  .S,  Department  of  Housing 
and  Urban  Development.  Today,  he  senes  as  Treasurer  of  the 
State  of  Ohio,  having  previoush  held  public  office  on  the 
Cincinnati  City  Council  before  becoming  mayor  of  Cincinnati, 
He  is  a  member  of  the  Council  on  Foreign  Relations  in  Neu 
\ork,  and  previously  served  as  L  .S.  .\mba.ssador  to  the  I  nited 
.Nations  Human  Rights  Commission  and  as  vice  president  of 
Xavier  University  in  Cincinnati. 

"Tl)ere  is  something  fundamentally  wrong  with  a  tax  s\'stem 
that  costs  Americans  $250  billion  to  comply.  A  simplei-  tax 
s\'Stem  would Mp  break  the  chains  that  currently  bind 
entrepreneurial  spirit. " 


Nice  Chairman  EduinJ.  Feulner.Jr.  is  president  of  the 
Heritage  Foundation,  a  leading  public  policy  group  in 
W  ishington,  D.C,  He  also  serves  a.s  chairman  of  the  Institute  for 
Kuropean  Defense  and  Strategic  Smdies  in  London.  Feulner, 
who  has  a  Ph.D.  from  the  University  of  Edinburgh,  served  as 
consultant  for  Domestic  Polia  to  President  Reagan,  and  was  the 
Chairman  of  the  L  S.  ,\d\isory  Commission  on  Pubbc  Diplomacy, 

"Our  tax  code  has  become  a  complex  web  of  penalties,  disin  - 
cent  ires,  loopholes,  and  preferences  .\o  amount  of tinker- 
I  ng  at  the  edges  u  ill  sat  e  tlje  s\  ■stem.  Tlw  onh  ansu  er  is  to 
replace  it  with  a  new  system  that  rewards  work,  saving  and 
risk-taking. " 


Loretta  H.  Adanis.  started  her  professional  career  as  a  man- 
agement tnunee  at  the  Panama  City,  Panama,  Sears  store  on  a 
S2S-a-vveek  s:ilai^.  .Ms.  Adams  later  immigrated  to  tlie  L  nited 
States  and  vv  ent  on  to  become  foimder  of  the  San  Diego-based 
Market  Development.  Inc.  a  consumer,  marketing,  and  opinion 
research  hrm  with  nearlv  100  employees,  Smce  IQ'S,  her  com- 
pany has  serviced  l,:itin-.\merican  consumers  in  the  United 
States  ;uid  Ijiin  \menca  and  has  become  one  of  the  top  1 00 
research  firms  in  ilie  country, 

■'  Tlje  conditions  that  produced  the  current  taxs}'stem  no 
longer  contribute /xisitirely  to  a  21st  centun  global  econ- 
iiniy  We  nou  have  the  opportunity  to  create  a  tax  system 
that  is  more  responsive  to  our  times,  situation,  and  needs 
and.  hol>efully  we  wilt  grasp  it  fully " 


Herman  Cain  learned  the  value  of  hard  work  from  his  father 
who  concurrently  worked  three  jobs  —  one  of  which  wxs  as  a 
janitor  at  The  Pillsbury  Company  in  .Atlanta,  .At  ■4;e  1 2,  Herman 
went  to  work  with  his  father  at  Pillsbury,  helping  him  as  "assis- 
tant janitor"  Twenty -two  years  later  Cain  would  become  a 
Pillsbury  vice  president  (computer  .systems)  and  later  be 
selected  as  president  of  the  firms  then-subsidiary  company. 
Godfathers  Pizza,  inc.  In  1988,  he  successfully  led  a  group  of 
Godfather's  Pizza,  inc.  senior  management  in  purchasing  the 
chain  from  Pillsbury  He  currently  serves  as  chairman  and  CEO 
of  (iodfather's  Pizza.  Inc.  Prior  to  his  tenure  at  Godfathers.  Cain 
worked  for  the  IS.  Navy  as  a  mathematician,  the  Coca-Cola 
Compiuiy  as  a  business  analyst,  and  was  an  executive  with 
Burger  King  Corporation. 

"One  of  America  "s  greatest  strengths  is  its  ability  to 
change. . .  our  82  year  old  tax  "mess '  is  long  oi  'erduefor  dra- 
matic, sensible  change " 
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Carroll  Campbell  served  two.  four-year  terms  as  one  of  the 
most  popular  ajid  innovative  governors  in  South  Carohnas  his- 
ton.  His  legaa  as  governor  includes  govemmenl  reform, 
record  job  expansion,  net  ta.\  cuts,  economic  growth,  and 
investment  in  his  slate.  Campbell  launched  his  political  career 
in  l')"0,  Hrst  serving  in  the  state  House  and  Senate  and  later  in 
tlie  L'.S.  Congress,  where  he  served  on  the  Banking, 
Appropriations,  and  Ways  and  Means  comminees.  He  also 
served  as  chairman  of  the  National  Governors'  Association,  the 
Republican  Governors'  Association,  and  the  Southern 
Governors'  .Association,  as  well  as  Chairman  of  the  Southern 
Growih  Pobcies  Board.  Today  he  is  president  and  CEO  of  the 
.American  Council  of  Life  Insurance. 

"TIk  tax  system  should  encourage  investment  and  job  cre- 
ation.  foster  long-term  savings,  and  increase  tlxfoais  on 
individual  and  family  economic  responsibility:  In  short,  tax 
policy  should  encourage  long-term  savings  for  retirement." 


Pete  du  Poni.  during  his  tenure  as  governor  of  Delaware  from 
19"-  108S.  implemented  a  highly  successful  pro-growth  la.\ 
policy  by  dramatically  lowering  marginal  ta.\  rates,  causing  the 
state's  economy  to  boom  and  overall  ta.\  collections  to  jump,  and 
enacting  a  constitutional  amendment  that  limited  both  tax  and 
state  spending  increases.  He  al.so  served  xs  a  state  legislator  and 
Congressman  and  ran  as  a  Republican  candidate  for  President  of 
the  Lnited  States.  He  currendy  serves  as  pohcy  chairman  of  the 
Nation;il  Center  for  Policy  Analysis,  and  writes  a  weekly  column 
on  pubhc  policy  that  is  distributed  lo  more  than  four  hundred 
newspapers  across  the  nation. 

■ '  The  men  andu  vmen  u  'ho  spoke  to  us  reflected  an  A  merican 
consensus:  Our  tax  system  is  destroying  our  opportunities 
It  s  time  to  replace  it. " 


Jack  Faris  stiirted  working  at  age  13  earning  SO  cenLs  an  hour 
at  his  parent's  service  station.  Faris  learned  early  in  life  the  chal- 
lenges of  running  a  small  family  business  and  the  importance  of 
hard  work.  After  running  his  own  business  in  Nashville, 
Tennes,see.  he  became  president  and  CEO  of  the  National 
Federation  of  Independent  Business  (NTIB) ,  the  nation's  largest 
small  business  advocacy  organization  with  more  than  (iOO,000 
members. 

"Regulation  and  taxes  are  strangling  small  business  on  main 
street.  Gii  v  us  relief  and  u  v  u  ill  create  the  fobs  and  build 
America  s  future  for  our  children  and  grandchildren. " 


Matt  Fong  serves  as  Treasurer  of  the  State  of  California.  Prior 
to  his  election,  Fong  served  as  Vice  Chairman  of  the  State  Board 
of  Equahzation,  California's  ta.\  agency.  Fong  streamlined  the 
agena;  cutting  millions  of  dollars  of  waste,  refonned  the  stale  s 
tax  code  sponsoring  changes  to  the  unitary  tax,  and  made  tlie 
agency  more  "taxpayer  friendly  "  A  graduate  of  the  I  S.  .\ir 
Force  .Academy  currendy  holding  the  rank  of  Ll.  Col.  I  S.\FR,  he 
earned  an  MBA  and  law  degree,  started  a  small  business,  and 
worked  for  Sheppard,  Mullin,  Richior  and  Hampton  as  a  trans- 
actional corporate  attorney. 

"Too  many  Americans  are  sitting  on  the  economic  sidelines 
A  progressiie  single  rate  flat  tax  will  radically  jump  start  job 
creation,  moving  the  unemployed  off  the  sidelines  to  jobs.  " 


Theodore  J.  Forstmann  is  one  of  the  most  admired  entrepre- 
neurs in  America  with  an  unrivaled  record  of  successful  invest- 
ments. Forstmann  sphLs  his  time  between  running  his  hrm, 
speaking  out  on  behalf  of  economic  oppormnitv  and  growth, 
and  helping  children  woridwide.  He  has  poured  his  energies 
and  resources  into  leading  relief  efforts  in  Bosnia,  sponsoring 
charities  in  South  Africa,  and  hinding  scholarsliips  and  teaching 
smdents  in  ,'\merica's  inner  cities.  He  is  the  senior  partner  of 
Forstmann  Little  &  Co. 

"The  curreid  tax  system  is  ridiadously  complicated,  eco- 
nomically destructive,  and  morally  corrosiie.  We  desperately 
need  a  neu  ■  tax  code  that  puts  tlx  indii  idtial  —  not  goi  •eni  ■ 
ment  —  at  the  center  of  the  equation.  " 


Dean  Kleckner  took  over  the  rented  family  farm  in  Iowa  at  tlie 
age  of  18  when  his  father  died.  Kleckner  served  in  tlie  Army  and 
later  remmed  to  Iowa  where  he  started  on  his  own  with  a  dozen 
sows,  a  dozen  cows  and  .-^OO  chickens.  Today  he  owns  a  .^50- 
acre  com,  soybean,  ;uid  hog  farm,  and  serves  as  President  of  the 
American  Farm  Bureau  Federation,  a  post  he  has  held  since 
1986.  He  also  serves  on  the  U.S.  .Advisory  Committee  on  Trade 
Pohq,  a  post  to  which  he  was  first  appointed  by  President 
Reagan,  and  reappointed  by  Presidents  Bush  and  Clinton. 

"Our  tax  system  must  be  simple  and  equitable  for  all  taxpay- 
ers, with  no  loopholes.  It  has  to  let  hard-working  taxpayers 
keep  more  oftlx  mone)'  they  have  earned. " 
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Shirley  Peterson  is  president  of  Hood  College  in  Frederick, 
Manland.  Prior  to  assuming  the  college  presidenc\.  she  prac- 
ticed lax  law  and  also  sened  as  Commissioner  of  Internal 
Revenue  under  President  Bush  and  Assistant  Anome\  General 
(Tax  Diusion )  ai  the  L  S  Jusuce  Depanment  under  President 
Bush.  She  was  raised  on  farm  m  Colorado. 

"Citizens from  around  the  countr}'  told  us  that  the  current 
law  is  too  complex  This  complexitf  breeds  disrespect  for  the 
law  and  for  our  government  It  time  to  repeal  tl)e  Internal 
Reienue  Code  and  start  over. " 


John  Snow  worked  his  way  .through  college  as  a  sports  coach. 
Toda\  he  serves  as  chairman,  president,  and  CEO  of  CSX 
Corporation  in  Richmond.  Virginia,  and  has  been  with  the  com- 
pany since  IT".  Snow,  who  has  a  Ph.D.  in  economics  from  the 
University  of  \  irginia  and  a  law  degree  from  George  Washington 
I  niversity,  also  sen  ed  as  Deputv  L  ndersecretan'  of  the  I'. S. 
Depanment  of  Transportation,  as  a  pnvate  attorney  and  a  col- 
lege professor 

"The  airrent  tax  system  dims  our  prospects  for  the  future 
and  must  be  replaced  by  a  neti  s}  stem  for  the  21st  centur}' 
which  helps  Americans  to  capitalize  on  opportunities  —  not 
stifle  economic  growth  and  entrepreneurial  activil): " 


John  Wieland  always  w orked  part-time  growing  up,  from 
working  at  a  gas  station  to  debvering  newspapers  to  stocking 
vending  machines  Today,  he  is  a  president  of  John  Viieland 
Homes,  Inc.,  of  .Atlanta,  employing  more  than  '00  full-time 
emplo\ees  and  thousands  of  subcontractors.  For  Wieland,  suc- 
cess has  meant  the  ability  to  give  back  to  his  community  by  pro- 
viding housing  for  the  working  poor  and  working  with  Habitat 
for  Humanm.  formerly  serving  as  a  member  of  the  International 
Board  of  Habitat. 

■  ■  Tl)e  consensus  of  I  he  A  merican  people  detmnds  acorn- 
plelely  new.  simple,  and  fair  tax  code  Increased  prosperity 
for. Ml  will  be  tl)e  outcome  Tlje  time  is  now. '" 
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The  commi.ssion  \\ould  not  have  been  able  to  do  iLs  work  witli- 
out  the  dedicated  and  expert  assistance  of  these  people  uho  vol- 
unteered their  tinie  and  talents.  .And  hnally  thank  you  to  the 
many  people  who  provided  hnancial  support,  to  our  witnesses, 
to  those  who  wrote  us,  and  to  tlie  hundreds  of  others  who 
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Ill 
The  Tax  Test 


Sk  Points  of  Prlnciple 

□  Economic  growth  through  incentives  to  work, 
save,  and  invest 

□  Fairness  for  ail  taxpayers 

□  Simplicitv'  so  that  anyone  can  figure  it  out 

ij  Neutralitv  that  leLs  people  and  not  government 
make  choices 

□  Visibility  to  let  people  know  the  cost  of  government 

□  Stability,-  so  people  can  plan  for  tlie  future 


Sk  Points  of  Policy 

U  A  single  tax  rate 

-J  A  generous  persond  exemption  to  remove  the  bur- 
den on  those  least  able  to  pay 

□  Lower  tax  rates  for  America's  families 
^  Payroll  tax  deductibility  for  workers 

□  Ending  biases  against  work,  sa\ing,  and  investment 

□  Making  the  new  tax  system  hard  to  change 
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VM.  Small  9utimm  AoMiNimuTJON 


•»  •>—»  MMMt.  »••    n,,tMT 


JUM   33,    199S 

Th«  Honorabl*  Linda  Saith 
Chairwoman,  Subcoaaittaa  on 

Taxation  and  Financa 
Conlttaa  on  Small  Bualnass 
0*  8.  Rous*  of  Rapraaantativaa 
B-363  Raybum  HOB 
Washington,  D.C.  30515 

Dear  ChalrvoBan  Smith: 

ThanJc  you  for  your  lattar  of  Kay  26,  1995  and  for  your  kind 
Invitation  to  tsstify  before  the  Bubcommittee  concerning  the 
likely  i^>act  on  small  business  of  current  flat-rate  tax 
proposals.   Let  ma  start  by  acknowledging,  as  I  did  in  ay 
testimony,  that  drawing  conclusions  about  the  current  flat-rate 
tax  proposals  based  on  the  1986  tax  model  is  indeed  like  trying 
to  compare  apples  and  oranges. 

The  1986  tax  model  %ras  constructed  by  this  office  to  compjure  four 
different  tax  proposals  and  their  permutations  from  the 
perspective  of  the  small  business  o%mer.   The  portion  of  my 
testimony  on  May  18th  which  dealt  with  the  1986  tax  model  (as  was 
requested  by  the  subcommittee)  was  limited  to  only  those  features 
of  the  tax  system  and  the  characteristics  of  small  businesses 
which  are  comparable  to  today.   Even  so,  I  chose  not  to  place 
much  weight  on  that  analysis  and  Instead  put  sore  emphasis  on  the 
concerns  of  small  businesses  as  expressed  at  the  White  House 
Conference  and  on  our  more  recent  analysis  with  new  data. 

In  answer  to  your  questions: 

Q.   What  were  the  details  of  the  Gephardt-Bradley  "flat-tax" 

proposal  which  the  Office  of  Advocacy's  1986  model  analyied. 

A.   The  Bradley-Cephardt  "flat  tax"  proposal  which  we  reviewed 
in  our  1986  model  was  different  from  the  proposals  of 
Representative  Armey  and  Senator  Specter.   They  proposed  a 
30%  flat-rate  tax  on  all  corporate  income.   Interest 
payments  were  still  deductible  and  expensing  up  to  $10,000 
per  year  would  have  been  allowed  rather  than  unlimited 
expensing.   However,  accelerated  depreciation  was  still 
permitted  %^lch  meant  that  more  of  the  costs  of  capital 
equipment  purchases  could  be  written  off  earlier. 
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Q.  Would  that  proposal  hava  changed  the  tax  base  froa  an  income 
tax  base  to  a  consumption  tax  base,  as  the  current  RabushXa- 
Hall,  Armey  and  Specter  flat-rate  tax  proposals  would  do? 

A.    The  Bradley-Gephardt  proposal  would  have  been  based  on 

income  rather  than  on  consumption  as  proposed  by  Senator 
Specter  and  Representative  Armey. 

Q.        In  particular,  would  that  proposal  have  exempted  savings  and 
investment  from  double  taxation  and  provided  1001  expensing 
for  small  businesses? 

A.    The  Bradley-Gephardt  proposal  would  not  have  eliminated  the 
double  taxation  on  dividends  nor  would  it  have  exempted 
savings  from  tax.  (Corporations  would  h^ve  been  allowed  to 
deduct  interest  paid,  however.)   None  of  the  proposals 
called  for  100%  expensing  for  businesses  but  the  Bradley- 
Gephardt  bill  (and  others)  would  have  allowed  expensing  of 
purchases  up  to  $10,000  per  year.   This  incentive  was 
targeted  to  the  smallest  of  small  businesses  by  phasing  it 
out  for  firms  earning  between  $100,000  and  $200,000 
annually.   The  Bradley-Gephardt  bill  provided  for  the 
continued  use  of  accelerated  depreciation.  While  not  as 
generous  as  full  expensing,  it  still  provided  a  significant 
incentive  to  capital  equipment  purchases. 

The  1986  Tax  Model  found  the  Bradley-Gephardt  flat-tax  rate 
proposal  to  be  less  favorable  for  small  businesses  than  other 
proposals  which  were  considered.   It  would  be  unfair  to  apply 
those  findings  to  the  proposals  offered  by  Rep.  Armey  and  Senator 
Specter  because  they  are  significantly  different  from  Bradley- 
Gephardt.   I  would  urge  the  committee,  however,  to  consider  the 
significant  concerns  that  were  raised  in  my  testimony  about  the 
distribution  of  the  benefits  of  the  current  proposals  and  their 
impact  on  the  taxes  of  small  businesses  should  any  of  the  flat- 
tax  rate  proposals  be  referred  to  the  committee. 

The  author  of  the  book  The  Flat  Tax  expressed  the  opinion  in  his 
book  that  "The  substantial  revenue  the  government  would  derive 
from  the  flat  business  tax  is  the  key  to  the  fairness  of  our  tax 
system.   Because  most  business  income  goes  to  the  rich,  putting 
an  airtight  tax  of  19  percent  on  that  income  permits  taxes  and 
tax  rates  on  working  people  to  be  lowered."   (The  Flat  Tax  Hall  k 
Rabushka,  1995,  p. 57)   Our  analysis  shows  that  most  small 
businesses  are  very  small  and  their  owners  are  not  very  rich. 
Putting  this  "airtight  tax"  on  their  business  income  could  raise 
their  taxes  substantially  and  should  be  a  red  flag  signaling  the 
need  for  Congress  to  have  before  it  the  best  information 
available  about  the  flat-tax  proposal's  impact  on  small 
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businesses  before  taking  action.  This  office  will  continue  to 
analyze  the  proposals  as  they  take  shape  and  Bove  through  the 
debate  process. 

Enclosed,  per  your  request,  is  a  copy  of  the  Report  on  the  1986 

model.   I  hope  this  information  is  useful  to  you.   Please  '••/■ 

free  to  contact  my  office  whenever  we  can  be  of  assistance,   wxtn 
respect,  I  remain 


Sincerely, 


l^. 


Jere  W.  Glover 
Chief  Counsel 
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Flat  Tax  on  the  Potomac? 


The  flat  tax  received  a  political 
equivalent  mugging  by  everyone  from 
the  elite  media  to  Republican  Presi- 
dential candidates  this  winter.  But 
guess  who  just  asked  for  a  flat  tax? 
The  Beltway  itself.  Specifically, 
Eleanor  Holmes  Norton,  the  District  of 
Columbia's  Democratic  delegate  in 
Congress,  has  just  proposed  a  dra- 
matic incentive-based  tax  reform  for 
the  nation's  capital.  Its  centerpiece  is 
a  flat  15%  federal  income  tax  rate. 

Ms.  Norton's  plan  has  the  enthu- 
siastic support  of  both  Mayor  Marion 
Barry  and  D.C.  Council  Chairman 
David  Clarke.  They  point  out  that 
the  District's  population  has  fallen  to 
554,000  with  the  exodus  of  most  of 
the  middle  class.  Ms.  Norton  says 
the  District's  high  taxes  "have  been 
a  major  factor  in  taxpayer  flight." 
Her  message  to  Congress  is  clear: 
■"The  only  way  to  keep  and  attract 
new  residents  and  to  rebuild  our  tax 
base  is  to  offer  a  meaningful  finan- 
cial incentive." 

Her  plan  would  affect  only  federal 
taxes,  leaving  the  District's  punitive 
income  tax  unchanged.  However,  Dis- 
trict residents  would  enjoy  real  sav- 
ings at  the  federal  level  because  the 
plan  would  exempt  the  first  S30,000  in 
income  for  married  couples  (shades  of 
Steve  Forbes).  Charitable  and  mort- 
gage deductions  would  be  retained, 
and  capital  gains  taxation  would  be 
eliminated  on  investments  in  the  Dis- 
trict that  are  held  by  residents.  The 
flat  rate  would  apply  to  any  resident 
who  lives  at  least  half  the  year  in  the 


District  and  also  pays  its  income 
taxes. 

Some  in  Congress  will  object  to 
D.C.  residents  getting  a  tax  break 
while  their  constituents  outside  the 
Beltway  have  to  pay  marginal  rates 
that  can  exceed  40%.  Well,  then,  make 
it  clear  that  Washington's  flat  tax 
would  be  a  proving  ground  for  nation- 
wide tax  reform. 

Another  conventional  objection 
will  be  that  the  flat  tax  envisioned  by 
Ms.  Norton  would  bring  in  less  rev- 
enue than  the  current  system.  So 
what?  D.C.  is  already  halfway  down 
the  drain.  In  any  event.  Federal  Re- 
serve Board  Member  Larry  Lindsey 
has  argued  that  economic  growth 
would  reduce  the  revenue  loss  signif- 
icantly. The  District  could  also  be  re- 
quired to  privatize  and  streamline  its 
bloated  government  as  a  condition 
for  havini;  its  federal  taxes  lowered. 

We  teiieve,  along  with  Speaker 
Newt  Gingrich  and  Jack  Kemp,  that 
the  Norton  plan  merits  considera- 
tion. A  simple,  flat  tax  would  surely 
encourage  a  significant  return  of  the 
middle  class  to  the  District.  Without 
their  presence,  there  is  no  hope.  The 
status  quo  is  bankrupt.  When  the  po- 
litical writers  start  sniffing  at  the 
details  of  Ms.  Norton's  flat  tax  the 
way  they  did  with  Steve  Forbes's 
proposal,  maybe  she  should  ask 
them  what  was  the  last  useful  idea 
any  of  them  had  for  reviving  her  ut- 
terly beleaguered  city.  Instead  of 
carping,  the  Norton  plan  deserves 
some  support. 
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April    15,     1982 


AN    INDEPENDENT    NEWSPAPER 


Tax  Day 


H.  APPY  TAX  DAY.  To  those  who  have  suc- 
csed»i  in  getting  the  wretched  form  Tilled  out 
and  in  the  mail,  congratulations.  To  thoee  who  have 
not,  you've  got  until  midnight.  In  either  case,  you 
may  have  a  few  thoughta  on  the  subject  of  Form 
1040.  Our  own  view  is  that,  entirely  apart  from  the 
amounts  of  money  dunging  hands,  the  whole 
pntoea  of  tax-paying  is  getting  out  of  hand  in  its 
demands  on  citizens'  time  and  patience. 

Everybody  agrees  that  there's  something  pro- 
foundly wrong  when  a  large  and  growing  proportion 
of  the  taipayere  no  longer  understand  the  basic 
rules  or  dare  to  fill  out  theu  own  forms.  The  anoma- 
lies are  striking.  Mortgage  interest  is  deductible,  but 
rent  is  not  Insulation  for  your  attic,  or  day  care  for 
your  child,  can  mean  a  tax  credit,  but  medical  ex-j 
penses  are  only  a  deductioa  Dividends  paid  by 
utility  are  deductible  if  reinvested  in  the  utilit 
ytock,  for  the  utilities  are  a  distressed  industry.  Bv; 
dividends  paid  by  the  automobile  companies  are  nd 
deductible,  although  the  automobile  companies 
also  in  distress.  If  you  save  for  your  retirement,  i 
interest  is  not  taxable.  But  if  you  save  for  your  chil- 
dren's education,  the  interesl  is'  fully  taxable.  As 
every  reader  knows,  the  list  of  examples  could  be 
continued  right  to  the  bottom  of  this  page,  and  all 


through  the  next  one,  and  on  right  through  the  final 
page  of  the  last  section. 

Many  of  these  distinctions  are  absurd,  and  most 
are  hardly  worth  the  trouble  either  to  the  taxpayer 
or  to  the  country.  But  they  all  have  amazingly  vigor- 
ous defenders.  As  you  luten  to  the  debates  over 
them,  you  will  repeatedly  get  the  impression  that 
these  tax  benefits  ^re  valued  far  beyond  their  eco- 
nomic worth.  To  their  advocates  they  often  seem  to 
represent  not  only  money  but  something  more — a 
stamp  of  social  and  moral  approval  for  the  favored 
endeavor,  whether  it's  installing  solar  heating,  or 
drilling  for  oil,  or  distilling  com  into  gasohoL 

Everybody  knows  that  the  personal  inoome  tax  has 
become  far  too  onerous  and,  on  this  date  each  spring, 
everybody  savs  BO  bitterly  and  kudlv.TTie  ideal  income 
tax  would  be  a  flat  percentage  of  all  income  abowe  an 
arfahiarv  thresho^  <^  sav  SIO.OOO  a  vear.  It  wyjkj  be 


BJmpie.  quick  and  easy.  As  for  faimees.  it  would  be  no 
Iws  fair  than  the  prteent  tande  of  e-H6pinti(;ins.  deduc- 
tions and  credits  that  are  currently  nrodudng  PCt.M-, 
uitv  but  a  widespread  public' cvnicgm  and  tys^-" 
J[lw  flat  tax  is  the  obvious  remedy.  But,  for  all  of  the 
'equally  obvious  reasons  embedded  deeply  in  American 
political  traditions  and  folkways,  the  system  ooctmues 
to  evolve  rapidly  in  the  opposite  direction. 
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